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CHAPTER I 

THE PROBLEM OF REORGANIZATION 



The problem stated, 3; The importance of reorganUation. 5; 
Motive, 5; Difficulty of definition, 7; Two stages in reorganization, 8. 

When a corporation fails or becomes embarrassed, its 
financial plan is usually remolded. This is reorganization. 
It is a redrawing of the financial plan, but with a view to 
contraction, not to expansion.' Whether the new plan pro- 
vides for contraction or expansion, new money is required, 
but an expanding and profitable business may ordinarily solicit 
new capital on the basis of its past success, whereas a bankrupt 
business secures capital only through coercion. Unwillingly 
its security holders add more money merely to save that al- 
ready invested. So easy is it to obtain money for the expan- 
aon of a successful business by one of several ways, that the 
question is merely one of financial expediency; so difficult is 
it, on the other hand, to obtain the money necessary to 
reorganize an unsuccessful corporation, that the success of the 
reorganization depends primarily on selecting that plan which 
shall achieve this one end with the least friction. 

Owing to the delicacy of the situation and the judgment 
required, corporate reorganization is the most intricate phase 
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of the'whflle Tfield of finance, and the one in which generaliza- 
. tiops.alid precedents are least significant. It is a subject which 
'■has as its elements a mass of conflicting legal precedents, the 
'makeshifts of mere temporary expedients, and, permeating the 
whole, the psychological bias and prejudices of thousands 
of dissatisfied human beings whose interests are in funda- 
mental conflict. The primary purpose of every reorganization 
is justice to all concerned. But die justice is tempered — one 
might almost say obscured — by motives of expediency. Com- 
pulsion is exerted at one or more points. This requires the 
arm of the law; yet the whole subject is so new that there 
are few laws to cover it' and very frequently a state statute 
may be in direct conflict with an otherwise expedient reor- 
ganization.' Moreover, even when the statutory law presents 
no difficulties, there are always conflicting precedents and 
legal opinions.* In addition to the legal aids and impediments, 
there are important financial questions of mere judgment — 
the ease with which an underwriting may be obtained, to 
what extent the stockholders may be counted on to add money, 
what may be the opportunity for selling bonds during the 
first year of the new company's life. In answering these 
questions in any one particular case, precedents are of little 
value. Each reorganization is different from all that have 
occurred before in one or more important respects. And some 
particular may be such as to require that a plan, otherwise 
practical, he set aside. The only general principles, therefore, 
that one can formulate are at most approximate summaries 
having little more than an historical significance." 
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Yet in spite of the intricacy of the subject, it is one of 
the most important in the field of finance. In the past, 
hundreds of millions of dollars of actual property investment 
have been involved in reorganizations. Great railroad sys- 
tems like those of the Atchison and the Reading,' great trac- 
tion systems like those of tlie New York City and the Chicago 
surface lines, great manufacturing industries like tliat of the 
Westinghouse Company, involving thousands of laborers and 
the production of necessities of modem civilization, have all 
been subjected to the uncertainties of reorganization. These 
enterprises have involved much more than the mere fortunes 
of the wealthy; they have been concerned with the savings 
of a great multitude of people, including the very poor. Fre- 
quently the savings of a man's lifetime have been jeopardized 
by a single man's interpretation of justice in a reorganization 
plan. Probably the ablest men in law, finance, and productive 
industry have given some of their best efforts to the solution 
of the intricate problems involved. The regrettable feature 
is that in spite of all precedents, each new reorganization is 
quite as perplexing as those that have gone before. Certainty 
and permanence in the theory and practice of corporate reor- 
ganization constitute as yet an unattained ideal. 

The reorganization of a large corporation is the result 
of failure.* This failure is distinctly different from that of 
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B FAILURE AND REORGANIZATION 

a partnership. In the latter case the business would ordinarily 
have no bonded debt, and the bank and merchandise creditors 
would either force the business to liquidate, or else compel 
the partners to offer some plan involving the partial or com- 
plete payment of the debts. The case of the small 
corporation is similar. In the case of a large corporation, 
on the other hand, there are many different persons interested 
in the business. It is a complex organization. No one is 
personally liable for the debts in case, on liquidation, the 
business does not sell for the amount of its liabilities. Further- 
more, the large business has usually valuable intangible assets 
such as good-will, which retain a value only if the business 
is continued. So that even when it appears that the business 
may be disintegrated, and the parts sold for an amount suffi- 
cient to meet the creditors' claims, the stockholders themselves 
wiir probably deem it expedient to invest sufficient new money 
to pay these claims immediately, and thus save the business 
and its organization from complete disruption. In this way 
a new or reorganized business, free from immediate em- 
barrassment, starts with the same stockholders as the old. 

If the corporation furnishes a public service, it cannot be 
closed up. even if the various parlies concerned are willing. 
The courts take the attitude that a railroad, an electric light 
or a gas plant, supplies a public necessity, and that tlic rights 
of the public come before the wishes of the stockholders or 
even the debts of the creditors. Except in extreme cases, 
when there is abundant evidence to show tliat there exists no 
public need, the courts will insist that the embarrassed cor- 
poration shall operate its trains or its lighting plant through 
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le agency of a receiver, and that its stockholders and creditors 
shall ultimately adjust their difficulties and reorganize the 
corporation so that it may continue its business as a solvent 
and progressive enterprise. The court may even issue securi- 
ties in the name of its receiver which take precedence over 
the claims of every creditor of the corporation; it may decide 
which creditors' claims shall be paid and which shall not; 
.and it may otherwise conduct the business in an arbitrary 
.manner, provided such usurpation of power is necessary to 

feguard the interests of the public. From all these causes 
the probability is very slight that an unprofitable or bankrupt 
business, meeting an obvious need of the public, will be dis- 
integrated and the parts sold ;' it will be voluntarily or forcibly 
reorganized. 

It is extremely difficult to formiJate an adequate definition 
of corporate reorganization which shall include neither too 
little nor too much. It is more than a mere extension or 
contraction of capitalization, yet it does not include every 
recasting of the financial structure of a corporation. In com- 
inon usage the term implies a redrawing of the financial struc- 
ture of a corporation in consequence of threatened or actual 
Insolvency. That is as clear a definition as one may give. 
More exhaustive definitions quite generally are useless, unless 
Testricted to special forms of corporate enterprises, which 
Tenders them of no value when applied to corporations in 
general." Gradually the term "reorganization" is being more 
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FAILURE AND REORGANIZATION 

and more restricted to those cases of comprehensive financial 
readjustment adopted in the presence of real or threatened 
financial embarrassment, in order that tlie business of the 
corporation may be continued under more favorable condi- 
tions. 

Although the period of reorganization is frequently long 
extended, it is usually possible to distinguish two distinct 
stages. Tiie first is the diagnosis of the corporate malady, 
represented by the period required for the investigation and 
isolation of the causes that led to tlie financial disaster.'" The 
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THE PROBLEM OF REORGANIZATION 9 

second is the reorganization proper, in which some plan is 
agreed upon and finally carried into execution. The next 
succeeding chapter discusses the more frequent and potent 
causes of failure, and the succeeding chapters deal with the 
reorganization proper, its procedure, the conditions for its 
success, and the typical plans that have been used in the past 
for railroad and industrial reorganizations. 



cuftomi. !• that of the Vermont Central in 1850. The road found itself in serioua 
financial straits. Accordingly Jotiah Qnincy, Jr., aon of President Qainey of 
Harvard College, and then known as a snccessfnl railroad promoter, not orer- 
scrupulous but energetic, was given an option on 50,000 shares of the railroad 
at I50 a share. He was to take the treasurership, become its chief exeoutive, and 
complete the unfinished road to its northern terminal. (Report of Investigating 
Committee, Stockholders Vermont Central Railroad, 1853.) He failed in the 
endeavor, so that his option became worthless. 




Distinction between the fundamental and the superficial causes 
of failure. lo; Four fundamental causes of failure, ii; Competi- 
tion, li; Unprofitable expansion, 14; Cessation of public demand, 
31 ; Excess payments of capital charges, 22; Superficial signs of 
failure, 26. 



In discussing the causes of corporate failure, it is con- 
venient to distinguish between three phases of the general 
subject — the fundamental causes of failure, the superficial 
causes or conditions, and the outward signs. These three are 
usually confused, even by economists. We may go even 
further and say that ordinarily neither the men who are 
responsible for the business failure nor the financial experts 
who constitute themselves an investigating committee, ever 
note the important difference between the fundamental and 
abiding causes of financial distress, and the mere external 
symptoms that stand out clearly in the foreground. Business 
men are usually unreflective — in a very true sense, that makes 
them aggressive and quick of response, because action is not 
imperiled by irresolution. It does not, however, make them 
successful in diagnosing their own troubles or those of their 
associates. They cannot see the causes of business failure in 
their true perspective. 

For the present analytical purpose it is preferable to con- 
sider first the fundamental causes of business failure, and 
from these move outward to their more external conditions 
and effects. One of the most significant criticisms advanced 
by the Austrian school against the classical economic theories 
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of MiU and Caims was that economic values cannot be isolated 
from their setting, but on the contrary, are superimposed 
on psychological values. Nowhere is this truer than in the 
matter of business success and failure, for, after the most 
exhaustive and illuminating analysis of economic causes, there 
must stand out always the fact that a business fails because 
the managers do not possess the necessary intuitive skill, fore- 
sight, initiative, perseverance, and intellectual power to compel 
its success. Any discussion of economic advantages or dis- 
advantages must be subordinate to the conscious recognition 
of personal characteristics. 

Yet, recognizing fully these psychological conditions lead- 
ing to failure, one may still speak of fundamental economic 
causes, in the sense of economic conditions which will, under 
the leadership of any but a business genius, lead to failure. In 
this category may be included four— excessive competition, 
unprofitable expansion, a change in the public demand for 
the commodity, and the distribution of capital as ostensive 
profit.' 

Competition is a necessary and wholesome element in all 
business enterprise. Within broad limits, the keener the 
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competition, the greater will be the business efficiency and 
the higher the range of executive ability required for success. 
It becomes a true cause of failure only when it becomes so 
keen that the most efficient competitors are required to sell 
at less than cost In the case of a business requiring small 
capital, a business which can be created or liquidated in a 
short time, the most efficient will never be compelled to sell 
for less than cost. Instead, the less able managers of the 
less efficient plants will wisely stop producing or even retire 
from business. But if large amounts of capital are invested 
or if the service is required by the public, or if the business 
carries itself forward by the sheer momentum of its past, it 
can neither stop producing nor go into liquidation. A railroad 
is a case in point. It cannot cease to exist* If the rates 
it collects for its services are insufficient to pay for its opera- 
tion, it must still run its trains,' And the rates a railroad 
may collect bear no immediate relation to cost. They are 
purely competitive in that the heavy capital investment of 
the railroad's plant requires that freight be taken, although 
it returns just a little more than the mere cost of operation. 
Social and economic conditions require tliat the road be 
operated even though there is no return on the investment.' 



•An 


interctling eiample of i riilfoad folng inio liquidxtion i* that of the 


BuHbIo a 


'For 


eiample. in a country »«> ■■ thickly leliled as New Enitand, a large 


gg'th 


at tbe paiKHEtr trajni operated do not pay their cxpenKS, Tl eott 
(tatiiticiYor eight monthi endinf Febnuty 18. inij) the Neo York. New 
d Hartford Raifroad ti.oj per Irain-mile for all traina, without ta»e» or 




KCL Durins tbe lot period from Januair iB to 31. 1015. 316 out ol t.o»S 
traina earned over (J per train-mile. In other wordi. only ■; per cent 
paucnier mini run by tbe railroad paid their proportion of the total 

COM! of tbe road, provided it nay be aMumed that train operalins coita 
venly dlllributed. Sren if Ihii i> not accepted and the train-wile c.h 


paueiiKer 


o( .11 ih 




X"ta' 


(Of Ibe 1 





half the PMKnEer train* on any large, widely extended road pay 
ol operation. Statinio from an addren by Howard Elliott at Non 
April B. i»is. 

* SuppoK it coilj fi a mile in direct eipenaci (o operate a certain train. Thii 
•um navi mrrrW thr CKpcnKt which WDUld 001 be incurrcd if tbe train were not 
include any ihare of the coiu of tbe central office, the main' 
or the iniereti on the funded debt. Under normal condilion* 
:■ that the train would yield not only %i per 

— — — .- the proportionate feoeral eipentea and to make 

ime return to bondholder! and itockboldcra. But auppoie tbe aame charge had 
1 be met by ■ train of a competitive line when there wia hardly freight enough 
> wanuil tbe operation of a aioglc train. Ocatly each railroad woold carry freight 



CAUSES OF FAILURE ^3 

Competition is most severe in businesses analogous to that 
of the railroad, where the things bought are never the things 
sold, so that the determination of the cost of production is 
entirely a problem of accountancy. Between the years from 
1885 to 1893 most of the western transcontinental railroads 
failed. The reason was simple.' Too many roads had been 
built to carry the traffic at remunerative rates. It was clearly 
a case of excessive competition brought about by imwarranted 
railroad expansion, 

A local public service company is ordinarily protected by 
the utility commission of the state in the exercise of monopoly 
powers, provided it renders good and reasonably cheap service 
to its customers. Competition is a relatively unimportant 
factor for such businesses, unless one considers the competi- 
tive influence of two utilities — gas and electricity, omnibuses 
and street-cars. In manufacturing businesses the plea of 
severity of competition can be advanced but seldom as a funda- 
mental cause of failure. A manufacturing business can cur- 
tail production even at the expense of its organization, rather 
than dispose of its product at less than cost. It is true, com- 
petition is alleged to be the cause of many failures,* but the 
allegation is merely an excuse to obscure the deeper defect in 
business management. Too keen competition is invariably 
the excuse of the weak. 
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> In ■ cueful Rudy of the aoset of Ibe railroad failures of tSqj, Sitnon Sterne 
menliaa* u particularly iaipotluil the inability uf tbc country, to develop tufficienl 

Ibe .American railroad net work. He 3oe> not emphijiie the cauae here (iTen, 
•llhaugb be <t led to consider the influence of coil of lervice on the r>t« and 
earning capaciiy of the milroailt. Sieme. S.. "Recent Railroad Failurea and Theii 
LcaUDi, 17 Fotam 19 (1894). 

•Notably, Ibe Tariom failure! of »uch contlnuDU«ly unincceuful enlerpriaei at 
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>ucb compeution aa waa inherent in the indualry. 
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Unprofitable expansion is a much more serious and a 
much more common cause of failure than drastic competition. 
It is the besetting sin of a fairly successful corporation, with 
a relatively large margin of gross profit based on a small 
output. It is also tlie usual cause of disaster among corpora- 
tions favored with an unusual capacity to borrow money. 
While overmastering competition occurs only when there is 
a large capital investment, the temptation to overexpand is 
present in every business. It is commonest in a country like 
the United States where the margin of profit shows marked 
fluctuations and where the temperamental bias of optimism 
is magnified by an inclination to regard hopes for the future 
as things predestined. As a keen judge of business conditions 
remarked to some students, "When you have a business that 
is growing very rapidly, you are apt to be a little blinded 
by the rapidity of it, and look at your gross sales rather than 
your net profits." ' 

The number of instances in which the cause of failure is 
overexpansion are legion, but for the present purpose it suffices 
to note three drawn from the manufacturing, the public 
service, and the railroad industries. 

One of the striking instances of failure due to overexpan- 
sion of an otherwise successful manufacturing business is 
afforded by the history of the Westinghouse Electric and 
Manufacturing Company.' Starting in 1886 with sales 
amounting to less than $150,000, the business grew by leaps 
and bounds. During the year 1894, a period showing rela- 
tively little business activity, the Westinghouse Company, on 
a capital including bonds and current debts of less than 
$10,000,000. showed a net profit of over 16 per cent. Expan- 
sion continued. The company organized foreign departments 

^Tbomu W. Lament, L«clur« before tbc Graduite Scbiwl o[ Bnaineu Admini*- 
intion, Hairard UniTeriity doos)- 

hi«ofT of the WutJncbmiM Electric and 
^ _.;_ — n — 1 — \_ s.^ Cotporate 
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and finally foreign factories. It financed interurban electric 
railway lines for the purpose of exploiting its inventions; it 
advanced large sums to unproductive subsidiary companies. 
By 1906 its total funded and current liabilities and stock 
had risen to $45,000,000, but the net profit was only a little 
over $3,000,000, or only 5 per cent. No theoretical economist 
ever discovered a clearer illustration of the law of diminishing 
returns. As a small business in a year of depression, the 
Westinghouse Company earned 16 cents on every dollar of 
invested capital; as a large business in a year of marked 
prosperity, it earned 5 cents on each dollar. It failed the year 
following. 

The second type of illustration comes from the field of 
the holding company, or more particularly the public service 
holding company. As explained in another connection," this 
type of enterprise became very popular in the years following 
the panic of 1907 when capital was seeking new channels 
of investment. The first two or three of these companies 
were successful from the beginning, notably the original 
United Gas Improvement Company, and later the American 
Light and Traction and the American Gas and Electric com- 
panies. In finance as in all other fields of endeavor, there 
are always hosts of imitators whenever a new development 
seems to point the way to an easy success. Public service 
holding companies sprang up all over the country. As their 
profits consisted entirely in the increment of earnings remain- 
ing to generous issues of common stock of the local operating 
companies, it seemed to the operators of these companies that 
the greater the number of utilities controlled the greater must 
be the profit. The success of the American Light and Trac- 
tion Company was due to the careful selection of properties 
to be acquired, conservative management, and shrewd finance.*' 

(Volume IV, Chapier V. 

■• Ai in cuBRipIt, itie Milwaukee Cu Light CnmMnTi <•"* •>' I'* nndertrint 
eompuiiti. w« able id iitue a 4 per ccnl bood Hhich wM acquired br inTcnon 
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It* imitatoff ^ howeftr, lacked tfiese diree Hemrnts of success 
^-4bey lacked ^aitictilarljr care in selecting new pf opc rti cs, 
PjCC/nomy wm iSicrHkd to mere uze. This foolhardy mama 
lor expMikm reindied its dsmax toward the end of 1911 just 
htiort the dedine of the stock market values which ended 
In the dose (A the Stock Exchange July 30, 1914. Subjected 
to a shrinking market for credit, these recently organized 
holding companies were in dire straits. Most of diem 
rtwritA to the issue of short-time notes, either to meet the 
Am\%nA% of their subsidiaries, or to fulfil already existing 
contracts* Some of them used borrowed money to maintain 
the interest on their bonds." Several went into the hands 
of receivers. Others passed their preferred stock dividends 
or gftve scrip for them. They all advanced excuses — ^a tight 
ttumny market, increased taxes and labor costs of the operat- 
ing ccmipnnies, and latterly a difficulty in selling securities 
becAUtic of the Great War. But the fundamental reason was 
not given. The companies had spread their resources and 
their credits so thin that the cover had begun to break. 

In the field of railroad enterprise, the influence of unwise 
expnniiiott'' was much more potent than that of keen competition 
rvcn during the decade before the panic of 1893, although ex- 
ecutive C()ni|)ctition has been advanced as the primary cause of 
thr nutncrotts receiverships of that time. When the Northern 
rttclfio pnjijicHl into the hands of receivers, the road was facing 
nn ttnnnal Xo^t^ of over $1,500,000, caused very largely by its 
unpntlttahlc liranch extensions." The Atchison, in its foolish 
rx|mn!4ii>n from 1884 to 1888, illustrates the principle clearly. 

U«n Ini^UHf tuit unprtffvlfnttd for pabUc tenrice companies outside of Maiaeb 

*« TH<^ N««nhfri^ t(liK«it «n«< Monttnt Power CocnpsnY. t sobsidiary of the 
)l|«M«Ki l*«i «n\l KleelHc Comt«tijr of Delaware. See Oiapter V, note 3. 

^ tKtt «««•» an a l«sis fi^r railroad inaohreney )ms been discussed hf many 
W«<Hiik StM |«atl(<\tlatljr Oe>reUiid and IVwelU Railroad Finance. 119 (190S), and 
H^Ht^v NV #, Kaiir«Nid«» finance and Or|anitation« Cbsfik XIV (191 5)* 

and conaoltdation Ims been discussed already 
; <xi4inection tbe ci>ur»e of railway expa n s io n 
evil ton a e< |u e nc e a if carried to excess. 
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In the former year witli 2,800 miles of line the road made 
net earnings of $2,600 a mile; in the latter year with 7,000 
miles of line it earned only $700 dollars a mile." In the 
former year the road had over $5,000,000 available for its 
stockholders, in the latter year there was a net deficit of 
$3,000,000. Looking at the matter another way, the Atchison 
system earned 63^ per cent on its total outstanding bonds 
and stock in 1884, zyi per cent in 1888." 

Among eastern roads the failure of tlie Reading in 1880 
was due directly to tlie purchase, at a cost of $73,000,000, of 
coal lands valued at the time at $30,000,000," and the receiver- 
ship of 1884 to the lease of the Central Railroad of New 
Jersey which guaranteed a dividend of 6 per cent on its 
stock when the interest on its bonds was not earned. The 
Reading's failure of 1893 can be traced to the burdens of the 
Central New Jersey and Lehigh Valley leases, together with 
wild speculations in the stocks of New England railroads.'^ 

•re necessarr for a Urge rBilwa* in order to develop traffic Ttaii ii nonwiuc^ 
Daggett, S,, liailroad Rcorganiiation, 381 (1908}. 

" These figure* lakm from (be two tables given by DiggeM. Total Atchiwn 

1SS4 1888 

UOttfe J.7M 7.»^o 

Bond. I4S..S8.S00 »i6j,6<,4.ooo 

Stodi (Ateuioa} 60,673,150 7s.0o0.0o0 

Gron earninga 16.699,663 aS.i6(,3}9 

Operating expensia 9,4ia,4J4 ».9sB,i» 



eimingi alter fixed cbirgea (bcf< 

-jBling debt) 

Daggett, S., Hailroad Reorguiulian, 198 (1908]. 



lebt) 5.>47.89j deficit 3,9J],i97 



> beginning of tbii period of enpaniion, the editor of Tlii Commrrcial 

■■d FitaHciel ifkrcniclf, while commenting favorablr on the general policy, Btlleg: 

point ^ vie* tl leaat" iC road' entails a large annuBl 'loss. lis' ntilily, too. ai 
k Padfie Coan connection bu proved viiionary." 40 Chron., 468 (April ,S, 188s). 
The SoDDra line wai reprewotatire of man of ibe purchase* made during the period. 
"Figurn and detail! In Daggett. S.. Railroad Reorganiiation, 78 (1908). 
Allhough perhaps a valuation of 130,000.000 might have been made at the time. 
•ubsequent evenit have shown that (he Reading's coal lands are of almost incalculable 

matter what Uie real value ol the land. 

" "Mr. McLeod. lie President of the eorapanj', entered on hti individual account 
called upon to furnish tjjo.ooo of a certain class of bonds aa 'margin'' Having 



the company, mingling them 

being in need of further ■margin," hi, 

" ' : haiT thus taken 1841.1 



' he had r 



11 t J .0.00. 



preamble to the resolution npon which this approval was based stated the 1 



i8 



FAILURE AND REORGANIZATION 



So that each of the three failures of the Reading can 1 
attributed, unhesitatingly and without a suspicion of doubt, 
to unprofitable expansions. 

The most conspicuous railway failure of the last few 
years due to unprofitable expansion is that of the New Haven 
system. Brushing aside for the moment all the secondary 
causes that led to one of the most unfortunate and unnecessary 
failures of railroads, the primary fact stands out that the 
New Haven Railroad itself was ruined by the insane craze 
of its bankers and directors so to extend its sphere of control 
as to embrace a monopolistic system of transportation cover- 
ing all of New England." Sustained by the hope of ulti- 
mately securing monopoly profits and thereby justifying the 
outlay, stimulated by the surreptitious profits obtained by its 
directors, and by the ease with which it received credit from 
New England investors, the road plunged headlong into a 
series of expenditures which embraced traction companies, 
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steamship lines, connecting railroads, even gas, light, and 
water companies, until the legitimate profits from the railroad 
were more than offset by the losses on the outside enterprises. 
Thus in 1899, on a total capitalization of $80,000,000 includ- 
ing bonds and stock, the company earned, above operating 
expenses and taxes, almost exactly $10,000,000 or approx- 
imately 12 per cent on the capitalization. This was before 
any outside operations were undertaken." In 1914 after the 
completion of the policy of expansion, the total outstanding 
capitalization had increased to $417,000,000," while the rail- 
road mileage stood at exactly the same figure. The net 
income available for interest and dividends on capital had 
increased to $21,500,000, but that was only 5 per cent on 
the outstanding stock and debt — less than half what it was 
before the period of outside speculations. In brief, during 
the fifteen years between 1899 and 1914, the railroad mileage 
of the New Haven system was not increased. Yet during 
tlie period, invested capital became five times as great, and 
the earnings only twice as great." 
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All tliese failures due to unwarranted extensions illustrate 
the economic law o£ diminishing returns. This is more than 
a mere academic doctrine of scholastic economists.'" It is 
a vital force operating in actual business. If a certain invest- 
ment, say of $1,000,000 in a manufacturing plant or a railroad, 
yields a net profit of 10 per cent, it does not follow that an 
investment twice as great will yield twice as great a profit. 
On the contrary, wastes incident to the higger business will 
creep in, so that the profit, altliough perhaps greater in actual 
amount, will be smaller proportionately. And if the invest- 
ment be continued without limit, the decline in actual earnings 
with the later investments will even obliterate the profit on 
the earlier investments. In brief, after a certain point, as 
capital is added to any industry, the rate of return on each 
dollar invested grows smaller. It is true that up to a certain 
point, the point of saturation, as it were, the profit tends to 
increase. But this point is early reached. The optimism of 
business men, the avarice of bankers, and the enthusiasm of 
engineers easily carry the business beyond it.*' 



"Sec Volume tV, Gikpler II, "Tbe Law of BiUnced Return." 
■A renilclnble aiulrBit of the cauiei of a nilroad failure » contaiti 
■ummafj ol the Report of the Inieratate Commene CommiMion to the ! 
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A third, deep-lying economic cause of failure is tlie change 
in the conditions of pubhc demand. Ordinarily a wise con- 
servatism directs the appropriation of a portion of surplus 
earnings to a contingency fund which cares for the unforeseen 
changes in the demand for the product." But sometimes 
these clianges are so overwhelming that the corporation cannot 
be protected against them by any reasonable allowance." 

One of the best examples of the failure of a corporation 
due to the cessation of a public demand is afforded by the 
history of the American Bicycle Company. This combination 
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acquired in 1898 some forty-eight bicycle plants producing" 
upwards of 65 per cent of the bicycles made in the United 
States."" According to reliable auditors the annual profits 
of these plants had together averaged nearly $5,000,000 for 
the preceding four years. Appraisal by reliable independent 
experts showed actual property to the value of over $22,000,- 
000, of which upwards of $12,000,000 consisted of net quick 
assets. All this augured well for the combination. The total 
number of bicycles sold fell from 860,000 in 1899 to 100,000 
in 1902. Suddenly, with no warning, the public ceased to 
use its toy. As a result the millions of property set aside 
for the manufacture of bicycles became useless and the com- 
pany failed. Even after $2,500,000 in new money was added 
in order to adapt the factories for tlie manufacture of auto- 
mobiles, it was not more successful. The reorganized com- 
pany failed twice tliereafter. 

Ordinarily, fluctations in demand are to be looked upon 
as normal incidents to production and are to be provided for 
by setting aside reserves during periods of large profits with 
which to meet losses during periods of restricted demand. A 
failure thus to provide for the normal fluctuations of trade 
is more a lapse of simple business judgment than tlie operation 
of anything sufficiently fundamental to be called an economic 
cause of failure. It is only when such fluctuations develop 
into far-reaching changes, such as tliose incident to the Great 
War, or when total cessations in demand arise from changes 
in public fancy and the advance of arts and sciences, that 
reasonable provisions are insufficient and the fluctuations can 
be regarded as ftmdamentat causes of disaster. 



The fourth of the group of fimdamental economic causes 
of failure is entirely financial. It is the payment of excessive 
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interest or dividends due to a mistaken belief in the profitable- 
ness of the enterprise. Such payments may often be excused 
on the ground of unconservative but technically correct prin- 
ciples of accountancy — principles which, for example, may be 
theoretically defensible, but are unquestionably unjustifiable 
in practice. The corporation which employs them becomes 
insolvent whatever the text-books of accountancy may say. 
At other times the payment of interest or dividends in excess 
of profits cannot be justified by any theory, and can be called 
nothing short of fraud. Thus the American Malting Com- 
pany, in a notable case tliat came before tlie courts, paid out 
nearly $900,000 in dividends, while its gross profit, without 
allowing for depreciation or special reserves, amounted to 
$500,000." In 1872 the old Erie Railway was rescued by 
Daniel E. Sickles from the notorious Drew-Fisk clique. In 
the three following years the road earned a profit of $1,008,- 
775, but its directors represented the profit to be $5,352,573. 
on the basis of which dividends were paid on the preferred 
and common stocks. Meanwhile, $6,000,000 of bonds were 
sold." From 1888 to 1895, or in seven years before its 
failure, the Baltimore and Ohio paid out $6,269,008 in 
dividends, whereas an independent auditor found that less 
than $1,000,000 had been actually earned." In 1887 the 
directors of the Atchison road increased the dividend rate 
from 6 to 7 per cent at a time when the net earnings of the 
road were actually falhng short, by over $2,000,000, of the 
interest and rental requirements.'" And this situation is 
present in the contemporary railroad troubles. Although the 
failure of the St. Louis and San Francisco Railroad in 1913 
was due primarily to unprofitable extensions, it was aggra- 

"Deving, A. S.. CorporatE ProniDtioni ind Rcorganiutioat, 186 (1914). 

"6 Sy. Age Gtt.. loo (tS?*) referred to by Daggelt. S.. Railroad RcDrKimii- 
tlon. J7 (ifloB). TheM atri hsTC been preriouilr died in lie chaplet de»Ung wiih 
dindend nolicx. Voluroi III. Cbipief VI. noui }. S, >ad 6. 

"Daggeit. S., Railroad Beorganiution, 11 (ipoB). 

"Ibid. igS. 
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vated, in no small measure, by the payment of excessive 
charges on the securities of the Chicago and Eastern Illinois." 
The weakness of the Toledo, St. Louis and Western Railroad, 
which passed into the hands of receivers in October, 1914, 
was due to tlie excessive capital charges resulting from the 
burdensome charges of the Chicago and Alton Railroad. 

It is important to observe also that although the occasion 
for the payment of unearned dividends and interest may be 
traced back to overexpansion, and for tliat reason overexpan- 
sion is to be regarded as the fundamental cause of distress, 
still the payment of unearned capital charges has, in many 
cases directly precipitated failure.** 



•< See note 13 above. 

rsilrolda ii Ihc laim of Lfaeir capttaLiiation. If. becauie of pan miaukea and 
f*lie ibeoriEi of finance * raiiroad ii overtoaded with Funded debt, Ihe preaent 
nuiuiement— wfaetber or odi Uie fault be llieiia— <nuit meel intereat chinea or 
clae confeu infolTency. Immedialelr before tbe Gieat War (July i, igu) tbere 
■ere thuieeo American rallroadi, over a hundred loilea in lenKtb, in the Bandi 
ef Teceiver*. Thia waa belore the Great War ihrew our financial aitualion into 
chaoa, ao that the rauaea of theic disaitera are to be traced to ihe econonitc and 
financial conditiooa luriounding tbe roada tbemielTea. ImmcdUIcI)' afterward tbe 
Hlaaouri Pacific, tbe Rode Iiland, the Miiaouri, Kanaaa and Texa*. the Bolton and 
Maine, tbe Toledo, St. Louii and Weaiern. not to mention other smaller roada, 
became inaolTent. But coniidering anl^ ifae thirteen rsadi wbicb were in the 
hands of receivera at tbe ouening of the Great War, the linca rcpreHQted a total 
of 16,000 miles. Tbe eapiuliiation was over a billion dollars, and of this capilaliia- 
lion over 70 pet cent was lepretcnted by funded debt bcarini fixed cbarici. Th* 
toUowini u tbe list: 

Road Mileace Bonds StDcka 

Atlanta, Binn. & Atlantic 64s f ig.Sij.ooo % 3;.ooa,aoo 

Chicago k Eaatern Illinoia 1.17s Cj.iJs.ooo js,Bit,Soo 

Cincinnati, Karailton A Dajton 1,015 67.401.16$ i,ui.i7S 

Colorado Midland 337 9iS3>.BOO 8,376.100 

Hiailssippl, Oklafaonu & Gulf J46 8,!lgi.463 8,i«i,oaa 

Oklahoma Central ,. ijs 3.180,000 j.igj.soa 

Fere Marquette <>3jo 66.671.000 16,143.400 

Pituburfh, Shawmut & Nortbeni. aSa 14.655,600 15,000.000 

St. Louu (b San Francisco 6,a6a 3gi.3i6.6«i 49,98s.763 

Trinitr St Brajo* Valley , 46a 8.760.000 304.000 

Wabash 1,515 115.181,149 9a,4oa,4a7 

Wabaah Pittsburgh Terminal 8g 55,504,000 10,000,000 

Wheeling & Lake Erie sit aj.ooo.ooo j6.980.400 

Total 16,104 t747ii7i,i6B 1119.809,965 

Total capital iialion « tiioM.gSi.ijj 

Percenuge repreacnied by bonds 70. i % 

The larccsl of tbeae roada, the Si. Louia and San Francisco, had 88 per cent 
of its upitaliialign lepreienied by bonds. On the otber hand, tbe chairman of the 
board 01 directors of tbe (oad contended that the eiigendea of itate law coupled 
with tbe inberiiance* from tbe laii reorganiuiion farced him Id follow this plan. 
Id discussing the causes of the failure of the St. Louis and Sao Francisco Railroad, 

"Under the reorganization plan of 1896, tbe first and second preferred slocka 
were timlled to 4 per cent, and aa under tbe laws of Miaiourj rajlroad stock caaoot 
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This is particularly true of railroad systems constructed 
out of numerous component parts, and of industrial combina- 
tions promoted in the expectation of receiving monopoly 
protits. Thus of 24 cases of industrial failure examined in 
another connection, it was found that "18 out of the 24 paid 
either unearned interest on bonds or unearned dividends on 
stock in the year just prior to the failure or reorganization," 
and that "every corporation paid out interest or dividends in 
the face of falling earnings and none need have suffered 
serious financial difficulties had the amounts paid in interest 
and dividends been conserved." '* 

While it is entirely possible and safe to draw on a large 
surplus in order to maintain interest or dividend payments for 
a single year or even two years of reduced business, the 
policy is at best questionable. No doubt the New Haven rail- 
road's plight was aggravated by tlie fact tliat in the four 
years from 1910 to 1915 the dividend payments every year 
exceeded the profits available. No sufficient excuse for the 
mistake can be found in the desire to protect the small investor 
or in the hope of maintaining the company's credit among 
savings banks. This entire matter has been discussed in its 
proper place before," but it is important to note again that 
the continued payment of interest or dividends in excess of 
earnings can have only one outcome, however successful the 
policy may appear to be for a short period. 
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■ [hrougta bond iuucs." Wall 

id San Fraadico (oote 13}. 

"Dewing, A, S., CotpocMe Ptomoiioni and SeotganiwKioni. 557, ss8 (ism). 

SwBJn, wHlinK nun)' yeact airo. alleged Ibal tbc payment ol eiccnive dividend* 
«u not a pnmary cauK of railwiv failnr*. Swain. H. H., "EconQmic AtpeeU 
of Kailroul Recetterihipi." 3 Economic Studies S8 (Am. Ec. Aon. (iB^Sl). Tbia mty 

befotE their failnTC. BdI no one on iook bade over the divi^nd hiitory of Ihe 
Uiuonrj Pacific or Bonon and Maine vitboui adinowledfinE ihat at leasi on« 
of Ibi dtep-ieaicd ouKi e( diuitet wai an eitcavaganiljr liberal dividend policj. 
•■ Volume HI, Chapter VI on diridend policy. 
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These, then, are the four causes underlying corporate 
failure — destructive competition, unprofitable expansion, a 
sudden cessation of demand and the payment of capital charges 
in excess of earnings Yet other and more superficial causes 
are usually advance** by corporate officials in order to explain 
failure. The favorite excuse for embarrassment and ultimate 
bankruptcy is "lack of working capital."" The real situation 
is ordinarily this. The disaster is due to some combination 
of the four causes enumerated in the preceding paragraphs, 
but the operation of the causes extends over a long period 
and is obscured by many subordinate conditions. Meanwhile 
the corporation struggles manfully to avoid the confession 
of failure. At first it sells stock or long-time bonds, sometimes 
seeking to cover up its losses by questionable methods of 
accounting. When the securities decline in value, as failure 
becomes more threatening, the corporation sells short-term 
notes or increases its indebtedness to the banks in the hope 
that a succeeding era of prosperity will enable it to refund 
the debt. Then, as the market for its short-term paper 
declines or disappears, the corporation increases the debts to 
its mercantile creditors. Finally, when the load of accumulated 
obligations becomes so great that it cannot be relieved even by 



■Thii cxcuie h» bttn Blludcd to in olhir connecttona. II nubci iuelf felt 

tlatciDrnii made bj corparation oKcialt iuil prior lo buiineti failure, one would 
lind that lack of working capital was allcaed lo be the chief uuk of failure in 
the irent maiDiily of casei. It i» a »ery plausible, and on the whole noncomniilUl. 
form of eicuK. E>«i as keen aa obiemr ai Thomai W. LamoRt oiiitakn the 
apparent fai the eiKniial when he tayi: "In the initance of indunrlal corpoiaiioni. 
I* ih..!. mniilaniirjnD nr merCBHtile. I am «fe in HTin^ that lack of mfficient 
tbc niD« frequent cauic of diuner." Lecture before 
leu Adminiitration, Harvaid UniKtaitr (February j, 

tnadequaie waikinf capital it leu often advanced u the main cauae of nilroad 
failan, alihouih intunce* abound. Tbn* Preiideni McUod. after he bad bank. 
(upied the Reading road by buidenionc Ittstt of the Uhiiih Valley and Central 
of New Itncr and apeculaiiona in the aecuritiea of Uie Ballon and Maine, the 
Ktw York and New England, and allied roadi, naively declared at the lime receinn 
were appoinled for hi* road; "The liouble waa broaihi about by the fact that 
we were doing an cnomMUi buiineaa on > noall capital. i8 Ry. Ace, 164 (1893). 
The financial world wa* much concerned in ibe iprinc of iSoj beoauK of tbe heavy 
Aoating debt of the Northern Pacific, nn tbe tie of in failure, yet it «a> only 
the outward lign of tbe prevloui payment of unearned dividend* on iti preferred 
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nensions and renewals, the corporation confesses its insol- 
vency, but ascribes it to lack of working capital. 

Coincident with the increase in floating debt there are 
always numerous external signs which point clearly to the 
impending disaster. These all center about a gradual weaken- 
ing of the corporation's credit. The corporation finds greater 
and greater difficulty in securing money even at increased rates 
of interest." The company's securities decline in quoted value 
on the exchanges where diey are dealt in, the company itself 
pays increasing rates of interest, and borrows on rapidly 
maturing, miscellaneously secured notes. If it is an industrial 
corporation, the ratio of bank loans rapidly increases and 
frequently the corporation sells its accounts receivable to "loan 
sharks" at prohibitive discounts. If it is a public utility or a 
railroad, the directors will probably resort to small temporary 
bank loans to finance permanent improvements.*' And what- 
ever tile nature of the corporation, its physical property will 
depreciate rapidly through inadequate repairs and maintenance 
allowances. Frequently these symptoms of declining credit 
will be recognized by "the trade" °* before they are noticed 
by the banks and stockholders." But once they are recognized 
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and acknowledged it is clear that the financial difficulties 
of the corporation are of such a serious nature that mere 
palliatives will not rehabilitate its credit A thorough recast- 
ing of its financial structure has become inevitable. This is 
reorganization. 



to have said: "The Atchison, Topeka and Santa Fe Railroad Company, strictly 
speaking, has no floating debt. Its current liabilities are more than equaled by 
its current cash assets"; whereas, at the time of its receivership, the floating debt 
amounted to over |io,ooo,ooo. Daggett, S., Railroad Reorganization, 205 (1908). 
In many cases these deceotive utterances are given an undeserved publicity by 
the various financial journals which stand ready to print anything that corporation 
officials who advertise liberally may say. Then, too, the decline in quoted values 
is often the result of the rapid liquidation of those close to the management who 
may be conversant with the real situation. The records show that at least two 
of the important directors of the Asphalt combination sold their securities just prior 
to the collapse. The investigation by the Interstate Commerce Commission of the 
circumstances surrounding the receivership of the Chicago, Rock Island and Pacific 
Railway in 191 5 shows that there were many sales of the stocks by men very 
close to the management. There is evidence even that secret manipulation had 
been indulged in. There seem to be well-authenticated cases in which the same 
directors, who were outwardly seeking to support the company's credit by persistent 
reassurances to the stockholders, were at tne very same time selling their own 
shares and even hastening the impending catastrophe by selling stock short. 

The Intersute Commerce Commission, in its report to the Senate on the St. Louis 
and San Francisco receivership, severely condemns the artificial "propping" of a bank- 
rupt railroad by selling bonds to the public under the misrepresentation of the road's 
essential soundness. "The sale of securities to the investment public through the bankers 
at a time when every appearance indicated the insolvency of the issuing companv, invites 
and warrants condemnation of all those who assisted or participated in such a sale. 
Spejrer and Company should have been aware of the poverty of the Frisco and 
of Its difficulties in obtaining funds, as they advanced that company on April 24. 
$7as.ooo on its demand note, and $50,000 on its demand note dated April 29, and 
applied the proceeds of the sale, or $1,000,000 of these bonds, on May 2 to the 
uquidation ox these notea." 



CHAPTER III 

THE PROCEDURE OF REORGANIZATION* 



Motives governing the procedure of corporate reorganization. 29: 
Events immediately preceding failure, 32; Formation of committees, 
33; Classifications of reorganizations according to legal procedure, 
37;-The appointment of a receiver, 40; Investigations succeeding re- 
ceivership, 48; The formation of the r-eorgani nation plan, 52; Execu- 
tion of the plan, 55; Adjustment of opposing interests, 60. 

The procedure followed at the present time in effecting 
the reorganization of a large business corporation has de- 
veloped through a series of precedents, each one of which 
was established originally more through accident than fore- 
thought. Ordinarily a fundamentally important mode of 
procedure, in financial as well as other social affairs, results 
from a slow and tempered growth of precedents, all of which 
are firmly rooted in the common or the statutory law, and 
all of which are constantly balanced off against contemporary 
social opinion. The history of the organization of the busi- 
ness corporation, tlie history of the public franchise, tlie history 
of the practice of corporate taxation, are all illustrations of 
the orderly and well-regulated development of a body of well- 
considered precedents, consistent at all times with the law 
and with public opinion. Not so the present practices govern- 
ing the reorganization of financially embarrassed corporations. 
They have arisen through immediate necessities; they have 
come into existence at times when any action, legal or illegal, 
impetuous or reflective, was better than no action. 
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Three separate and often antagonistic sets of motives 
govern the procedure to be followed in the reorganization of 
any kind of large corporation. The most important and 
usually the least apparent is concerned with the human or 
psychological elements. Most writers on finance, taking their 
promptings from published circulars and reports, forget the 
interplay of human motives, ambitions, antagonisms, and 
friendships that underlie every financial episode of im- 
portance.' A corporation is reorganized by men, not puppets; 
its officers, its creditors, its security holders, the attorneys 
and the judges, are not mere tliinking machines, but ordinary 
men, subject to human emotions and weaknesses. First then, 

■ the procedure must be such as to allay, not aggravate, the 
friction incident to the conflict of personalities. The second 
set of motives governing reorganization procedure is economic. 
Leases must be continued or abrogated, contracts rewritten, 

■ rights enforced or surrendered, in accordance with the single 
question — Is it profitable? No corporation can be permanently 
successful and serve the public well which does not pay its 
operating expenses, including fair wages to its employees, 
with adequate upkeep of its plant, and in addition a fair rate 
of return on tlie invested capital. And tlie reorganization 
procedure must recognize this simple economic imperative. 
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The third set of controlling motives is legal and judicial. ' 
Experienced students of legal practice have worked out cer- 
tain more or less clearly defined lines of orderly procedure. 
Some of these lines of procedure have been prescribed by the 
courts, others are merely tolerated by the courts because they 
facilitate the regular course of the reorganization, and others, 
arising from the ingenuity of lawyers, are followed until some 
court decision condemns tliem. Lawyers are apt to exaggerate 
their own importance and the significance of their legal 
machinery in determining the form and details of reorganiza- 
tion procedure, forgetful that a reorganization is primarily 
an adjustment of human motives and economic conditions, 
circumscribed, rather than determined by the law.' The 
present orderly, and, on the whole, socially expedient procedure 
in connection with the reorganization of all corporations, large 
and small, has been built up from the interplay of these three 
underlying motives.' 
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The explicit failure of an industrial company may come 
suddenly, as the immediate consequence of a labor strike, a 
panic, or a bank failure, or even the death of an important 
director. A railroad failure, or tlie failure of a local utility, 
invariably due to deep-seated, slow-acting causes, may often 
be postponed or quickened at the discretion of those in imme- 
diate control. At all events, when tlie financial and operating 
conditions of the corporation reach such a pass that a crisis 
seems inevitable to the management, it takes one or both of 
■ two steps— the organization of protective committees and the 
. petition for the appointment of a receiver. Sometimes com- 
mittees close to the management are formed before failure 
has reached a critical stage, one of the avowed purposes being 
to prevent or forestall receivership proceedings;* and some- 
times receivership proceedings are brought suddenly, and 
almost at the last moment, before the management has an 
opportunity to organize a "stockholders' committee." ' Thus 



"j. Upon al[ )uch reorgtniiationi Ihe ■tnounl of cspitaliiation. including tleteio 
■11 itock* «nd banili and other eridcncc of indebtednui. ibilt be luch u ii authoriicd 
by tbe Conuniition wbich, in making iit drtcnniiuiioa, aliill not exceed Ihe fair 

lion, dupliuuoD coat, preunt ccindiliDii, earning power at teatonable r«IeB and all 
Otbcr relevant maiien and any additional lum or anmi M ibRll be aciually paid 

diKount of bjinda. Any reortaniULion ag/ecinent before it becomei effectiye ihall 
be amended >D that tue imount of capioliutiaa shall conform to the amount 
■DlboriiEd by Ibe Commiaiion.- 

It ii of iniereit to note that Ibe atatnie of the Mate of Minouri, under which 
Ihe Public Service Commiiiion a»ume<) jurisdictian over Ibe Miuourl Pacific and 
St. Louii (nd San FrincJKo reotEaniuiiom. employi the idenlical wotdi, jual quoted 
from the New York nalutea addmi: "The Commislion may by its order impote 
(ueb condition or condicioni a* ii may deem teaaoiuble and neccaury." (Sec 61.) 

•Thii ia true for all cortiorttioni, npeciailt when the decline in Ihe corporation*! 
credit haa been gradual, obvioui to all, and due, proluhly, to decp^eated and far- 



Hiitd^ Pacific Railny bad^'faVn nei£lT''^nce looi! '"fhiTwa' a 

The conditiona grew worae, year by year. Finally in luly, 1914, protectin committees 

vere ornniud in the hope of eilectina a "readiunmenl" (an innoeuoui word 



Augun. 1915. when it wh found that the yar 

< These audden and unpredleted crises, at which there is iuuScient tine to 
orfaniie protective cammitlecs. are commonen in the industrial field. Tbe receiver- 
abip of Tbe old National Cordage Company in igyi oeeurred suddenly after a day 
of precipitous decline in the company's aecuriiiea. The nceiyershin nf ihe Wesilng- 
housc Electric *jid Manafaciuring Company at the climax of the panic at looy 
Meorred toddenly at Ibe request of large ouigide baoking iniereaii. In such casea 
. «- .™. .. «.,..,.... ^_^:...^. of ,„, jort. although fretgueDIty the 
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no general rule can be laid down covering tlie order of these 
two events, but the public acknowledgment of financial failure 
is indicated if one or the other or both of them occur. 

The organization of protective committees is more im- 
portant than the receivership proceedings, the latter being a 
legal formality now often dispensed with. The committees 
arise from two different sources — the stockholders and the 
creditors. Invariably there is at least one stockholders' com- 
mittee, usually dominated by the old directors of the corpora- 
tion. This committee acts on the defensive; throughout the 
whole course of the reorganization proceedings the stock- 
holders' committee is engaged in explaining and justifying 
the past management, and haggling with the other committees 
in regard to the extent of the sacrifices which the old stock- 
holders must undergo in order to regain the control of the 
corporation. The other types of committees are representative 
of different classes of creditors. In tlie reorganization of 
a small industrial corporation, there is, in addition to the 
stockholders' committee, only one committee of creditors. In 
intricate industrial reorganizations there may be separate com- 
mittees representing the merchandise creditors, the bank 
creditors, and the public holders of the notes and debentures. 
In intricate railway reorganizations there may be committees 
of junior bondholders, of the senior bondholders, of branch 
and divisional line bondholders, and of the bondholders of 
subsidiary lines or terminal properties controlled through 
leases or operating contracts. The committees of the holders 
of the floating debt are usually formed and dominated by the 
large bank creditors. The committees of bondholders are 
formed and dominated by the investment banking houses 
which were responsible for the original sale of the bonds to' 
the public; if the bonds were distributed long ago, prominent 
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trust companies or life insurance companies may assume tlic 
guiding hand/ 

The committee or committees representing the floating 
debt, the junior bonds, the notes and debentures, will stand 
antagonistic to the committee of stockholders. They will insist 
that the junior creditors shall endure as little sacrifice as pos- 
sible, and that the full brunt of the burden of reorganization 
shall fall on the stockholders. The committees of senior bond- 
holders will assume throughout an attitude of watchful wait- 
ing. In the majority of cases, especially if tlie property is 
a railroad and the lines covered by tliese liens are strategically 
important for the unity of the railway system, these com- 
mittees will be called upon to take little part in the reorganiza- 
tion. If. as is the case in comprehensive railroad reorganiza- 
tions, tliey are required to fund thetr bonds under new first 
and general mortgages, they will be able to prescribe the 
conditions which the junior bondholders and stockliolders 
must accept. 

In the older reorganizations, there were more committees 
than at the present time.' The tendency now is to have few 
committees but to have these few representative and respon- 
sible and to endow them with considerable power.' It facili- 
tates matters very much if the important committees agree 
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■ Far eximplc. before the Union Pacific rconinitalion hid been iceonipliihed, 
no IcH lh*n Miccn committee* hid been fonned. There «ete eammfneel repruentinc 
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band) *nd Ihe Denver cxienilon bond*. ■ joint committee of forciin bondhcldera, 
and viHoui eommineei repreaentins liianch line bondi. Daggett, S.. Kaitnwd 
ReorgaDiuiioD. Chap. VII (igo«). 

* On Ihe vliole tbe fotlewin^ pnctiee^ la becoming clear-. Tlie rarioui claiHs 

u there are lubitanlia] equitable inlcceili in the eorporatlon. bul no more. A 
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among tliemselves upon the formation of a general reorganiza- ' 
tion committee upon which representatives of the different 
committees serve. Not only does such a general committee 
tend to ease the tension and remove misunderstandings, but 
it makes possible a unified and far-sighted policy of investiga- 
tion during the period immediately following the failure, and 
it does away with unnecessary public discussion and wrangling 
over successive plans of reorganization. Such a general com- 
mittee assumes the burden of preparing a plan of reorganiza- 
tion in the interest, ostensibly at least, of impartial justice 

While the formation of committees is entirely a matter 
of invitation and mutual agreement, there are very distinct 
responsibilities attached to membership on important reor- 
ganization committees. Formerly membership was more or 
less a matter of accident, or at most a privilege attaching itself 
to the ownership of a considerable block of securities the 
value of which had been placed in jeopardy by the financial 
crisis. In consequence, important committees were often made 
up of men of little intelligence or familiarity with finance, 
quite generally they had no standing beyond their own cities. 
At the present time, however, the custom is to have well- 
known, highly responsible men serve on the various reorganiza- ' 
tion committees; men are chosen more because of their 
national reputation in banking circles, their acknowledged 
integrity, proved wisdom, and financial experience, than 
because they own or control a considerable amount of securi- 
ties. And such a mode of selection is wise. Large and im- 
portant corporate reorganizations require highly expert and 
specialized knowledge. The greater the number of reorganiza- 
tion committees a man has served upon, the greater is his 
vjlue*^nd after a time he acquires a kind of national reputa- 
tion for skill in this particular field. He will not acquiesce in 
the acceptance of a reorganization plan likely to jeopardize 
his reputation for honesty and impartiality. Moreover, the 
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plan of reorganization finally agreed upon by men of acknowl- 
edged responsibility and expertness will receive public approval 
much more readily than a plan advanced by men of little 
prominence. This general tendency to have tlie reorganization 
of important corporations supervised by highly responsible 
experts, rather than by holders of large amounts of securities, 
is in general accord with the tacit acknowledgment that such 
reorganizations are matters of public concern.'" 

As soon as each committee is formed, it organizes itself, 
selecting one member to act as chairman." A legal counsel 
is chosen by the committee and some trust company is asked 
to receive the deposit of securities under a general agreement 
according to the terms of which the committee is empowered 
by those depositing their securities to act for them and in 
their stead. The powers conferred on the committee by this 
deposit agreement are very general, and the tendency of recent 
years is to enlarge them. In fact, it may be said that the 
committees are trustees for the depositors under their agree- 
ment, acting with all the powers possessed by the owners 
separately and with the additional powers that their majority 
control involves." 
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The character and the significance of the legal aspects 
of a reorganization depend, very largely, on whether or not 
a receiver is appointed to administer the business during the 
period between the financial crisis and the final consummation 
of the reorganization. This, in its turn, depends on whether 
or not there is likely to be acrimonious and prolonged dispute 
among the various security holders, and whether or not a 
recalcitrant group of security holders is likely to try to impede 
or even to frustrate an amicable settlement of conflicting 
interests. If the failure is very serious, thus entailing large 
losses to all concerned, or if it involves a large railway embody- 
ing many conflicting interests, or if there are burdensome 
leases and contracts which must be abrogated at all hazards, 
then receivership proceedings are necessary. A drastic, but 
fair, reorganization can be carried through in an autocratic 
manner if a receivership is resorted to, because in the end, by 
a judicial sale of the bankrupt corporation's property, the 
court can force a recalcitrant minority to accept what it con- 
siders a just reorganization plan or extinguish the interests 
of the minority. But if the reorganization is that of a small 
industrial corporation, the opposing parties of which are two 
or more closely knit factions who arc able to compose their 
differences, or if the crisis is merely temporary so that little 
permanent sacrifice is required of anybody, then the various 
security holders can probably arrange a plan of reorganization 
among tliemselves, without resort to the machinery of the 
courts. A reorganization consummated without compulsory 
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pressure exerted by the courts through judicial sale, even 
though a receiver be appointed at some stage in the proceed- 
ings, is called voluntary;''' one consummated through the coer- 
cive authority of the courts, represented by a judicial sale of 
the property of the old corporation and the organization of 
a new corporation, is called inz'oluntary.^ The vast majority 
of railroad reorganizations are involuntary, and follow a court 
receivership, although from time to time voluntary reorganiza- 
tions have been attempted for large railway systems, and some- 
times they have been successfully consummated.'" There have 
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been many voluntary reorganizations of large and small indiis> 
trial and local public utility corporations. 

The paramount advantage of a voluntary reorganization 
Is that it preserves valuable rights. The whole reorganization 
can be carried out with little outward formality and without 
harming the general credit of the corporation or any "good- 
will" values belonging to its trade-marks or franchises." The 
objections to such a reorganization lie entirely in the difficulty 
of its execution and in the large amount of securities which 
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must be issued in order to please everybody concerned. In 
several large and important reorganizations of this kind it has 
been found expedient to carry on parts of tlie reorganization 
under the protection of the court." The number of these 
voluntary reorganizations, aside from minor capital readjust- 
ments, has been relatively small," And in all respects, except 
in certain details of legal procedure, voluntary reorganizations 
are similar to those consummated through foreclosure sale. 
The subject of voluntary reorganizations is briefly discussed 
again in the closing section of the chapter dealing with the 
reduction of fixed charges in current reorganizations. 
(Chapter VI.) 

In the vast majority of cases, the first step in the legal 
procedure of the reorganization is the appointment of a 
receiver by a court of equity." It cannot, however, be stated 
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"The appointment of a reeeiner to coBMrrt properlT U one of the ■o-called 
"extraordinary remedies" allotted bf our Anglo-Saion law (o the equity cnurta. 
Such court! "will not lend their aid by the appoiniment of receincri when the 
peiaona leeking the relief b«ve unple redreu by the usual courae of aroceeilinga 
M law. or when the law aHardi any oiher mfe or expedient remedy." HiBb. J. C 
A Treatise on Ibe Law of KeceJTeri. 16. 
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r that all receivership proceedings arise from anticipated or 
. actual failure," Historically the current procedure has 
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Feon, SleelTo. v. N. 7 d R7. Co,. 157 .. , . .. 

aee th"tw" e™y/™''BVneVT,'and" c'aMth.'R''^.'.''™et'Kin,'' F, L. EdilSr*S^e 
L«al Phatei of Caiporate Financini;, Reorganiialion and Reiulalioi) (>!>7). beinc 

City of New York by diitinpiished practieini lawyera. Tfcese two euayi. logelber 
with tbe lectures by the late Adrian H, Jofine in 1909 at Harvard, are the best 
available brief lummariei of legal procedure of a modern corporale reorianiiation. 

There have been » large number of pcriodiciil articles dealiaR with railroad 
reedvenhipi: Caldwell, H. C., "Railroad Receivenhipa in Federal Courla." jo Am. 
Law Rev., 161 {189s); Bennett, A, S.. "RaUroad Receive rihi pa." 6 Oregon Bar 
Aaan, Pro., 47 (1SS6); Crowell. J. P., "Railway Receiverahipi in the United Sutea," 
J Yale Rev.. 3'9 dM): Swalo, H. H.. "Economic Aipects of Railroad Receiver- 
•bips," 1 Economic Stadiea, _jj (Am. Ec. Aasn.. 1898): Daggelt, S^ "A Study of 
lUilroaiT Receivmhip." jy Ry. Gai, ao6 (igo*); Dagieit, S.. "Recent Railroad 
Failure! and ReorraniuUoiu."^ 31 0- J- E- 44^ <Uar. >aiS>, Special artidn will 
be referred to under spedat topiea. 

For the more general worki tee Alder»>n, W. A.. A Praetical Treatise on the 
Law Df Receiver!; Ili|h, J. L.. A Treaiise on the Law of Receivera; Jonei, S. W.. 
A Treatiie on the Law of Insolvent and Failing Corporaiions. 

■■ Ift the first place, especially of recent years, rcceivetahip proceeding* have 
been insliluied or ihteatened by stale or federal officers for alleged violation ol 
the Sherman Anli-Troil Alt of _|B»D. 

coiporale intrigues is legion. It was alleged that the Cincinnati andkuterti Railway 

IbVroSul "for ''leas than" its value. 8 Ry. Age. 596. See also °F. "l- T.''co. v. n'"! 
h Nor. Ry. Co., ijo N. Y. 410 (1B96]. Some aloekholders of the Ohio and Hiasiaslppl 
Railroad declared that its collspK and rectivcrship in 1876 was part of a concerted 
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Hollander. J. IL, "The Cincinnaii Soulbem." 11 Johns Hopkins Univ. Studies, i 
(i8«4). In 1904 the Eastern Ohio Traction Coinpanv went into the bands of 
r»eivers because of tbe feat of damage suits resulting from a wreck on tbe 
Chagrin Falls branch. Receivers have been apnoinled in several cases because of 
controversies over leases as in the ease of the Eastern Railroad of New Hampshire 
in 1877, and the Denver and Rio Grande in 1879, The old Indianapolis. Bloomtngioa 
and Weatern Railroad had leased the CincinnBti, Sandusky and Geveland. A coo- 
trovcrsy arose and the former road waa placed in the hands of receivers in order that the 
controvcriy might be settled. 43 Chton.^ ji;. Instances also exist where a receiver has 
been appointed 10 settle conirovcrsiea existing between opposing interests. The St. Louis. 
Vandalia and Tene Haule was conlrolled for many years in tbe interest of the 
insylvania company. The minority stocIihalderB of the former objected lo Ihe 
— j_ .1 .1.. . — . earnings and ■ receiver was appointed In igoj to 
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developed by a slow evolution. It represents the gradual 
transition from a complex, haphazard procedure to enforce 
railway obligations, current fifty years ago, to the relatively 
simple and orderly procedure of the present time. 

In the earlier years, roughly, before the panic of 1873, 
corporate mortgages were construed literally. In case of a 
default in bond interest the trustee of the mortgage might 
acquire possession and management of the railway property, 
as the strict construction of the mortgage instrument per- 
mitted," or a receiver might be appointed at the instance of 
an antagonistic creditor." The details of the procedure were 



wu reiatded aa the unliKfuI dcmandi lijr suie and municipal aulhonlici, (he fcdctil 
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"On default, the bondholder or hii tniitee waited dtuinf the period of grace. 

in the abtcnce of a receiver, the triiilee of the bonda would auume the managemenl 
of the railway. Notable can, Hartford, Providence and Fiihkill Railroad. 11 Chron. 
JO*. The old Hanlord and Connecticut Valley, In financial strain, waa operated 
from July, 1876. lo January, i8;8, by the trustee of Ibe Serond Mortiage Bondi. 
■nd from January, ifji. to July, iBSo. by the tniilee of the Firit Mortgage 
bondholdrn. In rare in*tance<. lucfi action hai actually been prefer—' ■- '■- 

■11 the '^r^iei^concemed.' Ty«o_ v. Wabaih^ R. R.. 8 Bin. jjt. 
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but qceurred. nevertheleaa, elpccially in New England, ftua the Coaneclicnl Central 
Rulroad waa larrendered to the Stale Treinurer of Connecticut in April, 18S0. A 
limiUr diipoiiiion wai made of the Hartford and Connecticut Weatern Railroad. 

of linanci*! li«re» "the hialory of the evolution of reaponnblc management in an 
entirely new -peclet of corporate enterprite, involving ■ unicine eomplex of JnlereMt 
individual and »otiaI." Crowell, J. F.. "Railway Receiverahlp*," 7 Yale Hev., jjo 
(iBgS). For brief diteuariona of Irunee management and the dincultiei involved, 
ace Barren, C. "Danfera to Bondholders." etc.. it Ry. Gat, %ts (iSjg); Cmwell, 
I, P.. '■Railway Receiverihipi in the United State..'" ? Yale ReV., 3«7 ('M)! 
Ucveland and Powell, RaUroad Finance, ajo (igia): Ripley, W. Z., Rulrojuli, 
Finance and OrganiialiOD, 3S4 (igis). 

*■ In then early railroad rFceiverthl-pt, there wti invariably an aelDtl, not merely 
GetiiioDS. oppoiition between the partie* praying for the ■ppointmeui of ■ receiver 
and the aniwer by Ibe railroad'* attorney!. Tbe action was then, a> now. usually 
initiated by ■ erediior'a bill, claiming that the meant for laliifying the creditor'* 
claim wu in jeopardy. ThI* action by • creditor might or might not be a part 

and Dpeiation of the railway property. At all cvenla, an oKcer of the corporation 
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distinctly matters of accident, the only certain thing being a 
variety of suits and countersuits, all based on the desire of 
some faction to gain a temporary advantage through legal 
process. 

The first period ended, and what we might call the second 
period of receivership procedure began, with the failure of 
the Wabash Railway in 1884." This important failure and 
the resulting reorganization were epoch-making in many 
respects, but in none more than in the procedure by which it 
passed into the hands of the court. It was well known at the 
time tiiat tlie Wabash system was unstable financially, but 
there had been no specific failure to meet any of its obligations. 
Yet' just before the inevitable default on one of its thirty-odd 
mortgages, the officials of the road appeared before a federal 
court, and asked, on the petition of the road itself, that 
receivers be appointed. "If the lines," the petition reads, "of . 
the road are broken up and the fragments thereof placed in 
the hands of various receivers, and the rolling stock, materials, 
and supplies seized and scattered abroad, tiie result would be 
irreparable injury and damage to all persons having any 
interest in said line of road." The petition was granted. A 
corporation had placed itself in the hands of receivers. 

The procedure in connection with the receivership of the 
Wabash Railway was heralded by all students of law as revolu- 
tionary and establishing a new interpretation of the theory of 
receiverships. Yet the action of the federal judge was fully 
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sustained by the United States Supreme Court." And 
occurring as this did, in the period just before the many 
railway receiverships of the nineties, the Wabash receivership 
established tlie practice of the so-called "friendly" or consent 
receiverships for large railway corporations ; and the procedure 
was soon applied to local utilities*' and later to indus- 
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trials.** These consent receiverships are the rule for all large 
corporate failures." Brushing aside exceptional conditions. 
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the usual practice in the consent receiverships may be very 
briefly stated. The necessity or desirability of a receivership 
having been agreed upon by the directors (usually in a secret 
meeting)," some friendly general creditor, with a claim in 
excess of three thousand dollars, not residing in the 
same state as that in which the corporation has its main 
office," is asked to allow his name to be used in the receiver- 
ship proceedings. Accordingly the attorneys for the corpora- 
tion prepare the necessary bill of complaint to whidi the 
creditor complacently signs his name. The attorneys, at the 
same time, prepare the corporation's answer which admits the 
allegations of the creditor's bill and prays for the appointment 
of a receiver.'" The court grants die prayer and appoints one 
or more receivers. Subsequently, the trustee of the general 
junior mortgage brings a foreclosure bill in the court of 
primary jurisdiction and the same receivers are apjiointed 
as under the creditor's bill.'^ At least one receiver is one of 
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the old officials of the corporation, familiar with routine 
administration," whose name is suggested to the court at the 
time.*' The other receiver is a lawyer or publicist in whom 
the court has explicit confidence," 

As soon as the receiver of a corporation has been appointed) 
he assumes the management of the business. Ordinarily, 
especially with large corporations such as railroads and trac- 
tion companies, the receiver makes very few changes in the 
personnel of his organization, although he may alter entirely 
the general policy of the corporation in many important 
respects. For permission to enter into or cancel important 
contracts, a receiver will usually seek the consent of the court; 
he must also obtain permission of the court in order to issue 
receiver's certificates and to expend large sums for the im- 
provement of the property. But in all the details of actual 
management the receiver is free to follow his own judgment. 
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During this period, while the receiver is in actual control 
of the property of the corporation, the various committees 
are at work seeking to find a substantial basis upon which to 
establish their plan of reorganization." This requires a 
knowledge of at least three sets of facts. First, they must 
ascertain by competent auditors whether or not the published 
reports of the corporation in the years preceding the failure 
were approximately true. The audit must not only verify 
the technical correctness of the books, but it must also de- 
termine whether or not the depreciation accounts were ade- 
quate, and if they were not — as was probably the case — ^the 
extent of the deficiency. The auditors nuist also ascertain 
whether or not all the equipment — machinery, merchandise, 
or rolling stock— claimed to be in fit, "usable" condition, is 
actually in use or in fit condition; they must check all the 
rentals, insurance policies, and intercompany contracts to be 
sure that tlie old managers have protected tlie company's 
contractual rights. The second set of facts is supplied by 
attorneys, acting for the reorganization committee. They 
have to do with the countless legal matters resulting from 
the general tangle: what contracts may be safely abrogated 
and what contracts must be fulfilled even at temporary losses, 
the amounts required to settle with parties holding contingent 
claims in order to forestall troublesome delays, the probable 
outcome of pending suits and the approximate expenses of 
the receivership and reorganization. A third set of facts the 
reorganization committees must supply themselves, and since 
there are among their number distinguished bankers, they 
reciuire no independent expert advice. These facts cover the 
general probability for the successful negotiation and sale of 
the securities of the reorganized road. The committees must 
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assess accurately the probable effect of their reorganization 
plan on the market values of old and new securities; they 
must determine the limit of sacrifice stockholders will make 
without surrendering their interests, the relative marketability 
of long- and short-term bonds, the expenses and fees of under- 
writers and similar financial matters. 

In the case of a reorganization of a large railway system 
the reorganization committee must also secure the reports 
of special traffic accountants working independently or in 
collaboration with tlie auditors. They must be able to make 
a nice determination of the relative and absolute earning 
capacity of the various parts of tlie railway system." This 
is important because only by classifying the subsidiary lines 
and leased lines according to their past earning capacity can 
the reorganization committees determine what parts of the 
railway system to retain in the subsequent reorganization and 
what parts to surrender.^' In addition the reorganization 
committee will probably require of engineers a careful sum- 
mary of those expenditures which must be made in the imme- 
diate future and those which are to be recommended in order 
to increase materially the future earning capacity of the road." 
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part of a larger railway system. Not only must a considerable 
period elapse before the publication of the reorganization plan 
in order to allow the small independent road to indicate its 
capacity to originate independent traffic, but tlie receiver 
requires time to develop a new business organization and a 
new personnel." 



From the results of these investigations the general com- 
mittee works out a single reorganization plan which is based 
on the most accurate and comprehensive knowledge available. 
No definitive plan is now advanced in haste. But this orderly 
precedure has developed, however, only within the last twenty 
years. Formerly plans were propounded by one committee 
after another, beginning almost as soon as the rumors of the 
impending disaster were heard.*' In contrast to the reor- 
ganizations before 1900. it may therefore be said that the 
contemporary practice is to lengthen the period of preliminary 
investigation and adjustment, during which time no reor- 
ganization plan is published, and, so far as possible, to shorten 
the period of public discussion over the plan through a pre- 
liminary agreement on tlie part of all the influential interests 
to support the final plan as soon as it is published. Practically 
all the recent reorganizations of large corporations have run 
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along smoothly in an orderly manner to outward appearances. 
The Chicago, Rock Island and Pacific, the St, Louis and San 
Francisco, the Pere Marquette — all of tliem reorganizations 
of railroads involving a multitude of conflicting interests — 
were consummated without apparent external friction once 
a definite and final plan had been agreed to secretly by the 
various committees which represented the important se- 
curities. 

The most difficult and important step in the reorganization 
procedure Is to secure a complete outward harmony of all 
important interests, so that all may work for the success of a 
common plan. All, except perliaps the senior bondholders, 
must make some sacrifices. But the determining power lies 
usually with the committee representing those securities — 
usually the junior mortgage bonds or debentures — of which 
some sacrifice is required, but which is, nevertheless, in a 
relatively secure position as compared witli the holders of the 
floating debt and the stocks." In other words, the determina- 
tion of the plan is likely to be left to the factions which must 
make sacrifices. Of these, the party making the least sacrifice 
will probably have the deciding voice. 
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Out of the conflict of opinions and interests, a plan of 
reorganization is finally evolved which has the acknowledged 
•support of all the committees representing the conflicting in- 
terests.** This plan is published before the receiver surrenders 
the property, or even before the foreclosure sale." It is pub- 
lished with the recommendation of all the committees that it 
be accepted by the various groups of security holders.*' The 
latter are asked to become parties to the "reorganization agree- 
ment," which is the formal legal document that invariably 
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accompanies "the plan."" By so doing, they assent to the 
terms of the reorganization, and on paying their assessment, 
if any is called for, receive their allotted securities in the new 
corporation. Those who do not care to accept the terms of 
the reorganization are allowed to withdraw the securities 
originally deposited,*' usually on the payment of a small fee 
to cover the expenses of the committee. If, as is probably 
the case, a very large proportion of the security holders con- 
sent to the conditions, the reorganization committee declares 
the plan operative, and the reorganization is finished except 
for the legal formalities."" 

These legal formalities are, however, often very perplexing, 
and depend largely on the attitude of the old security holders. 
If practically all the security holders accept the plan, surrender- 
ing their old stocks and bonds, then no pressure upon a recal- 
citrant minority need be exerted. There need be no judicial 
sale of the old corporation's property, and no surrender of its 
charter. This was what happened in the great reorganization 
of the Baltimore and Ohio Railroad in 1899. But a complete 
adjustment with all the claimants and security holders is 
usually impossible. Some persons will feel themselves ag- 
grieved in any plan of reorganization, and there are always 
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•trikers — to be discussed presently — who will seek to impede 
the progress and try to create for themselves a nuisance value, 
in hoi)es that the reorganization managers will buy them off 
at s^/mc factitious price. To carry out the obvious will of 
the great majority of assenting claimants and security holders, 
the reorganization must be forced through and the dissenting 
minority and obstructionists settled with in a just and open 
manner fully approved by the court.*^ This is accomplished 
by the judicial sale of the old corporation's property through 
a decree of foreclosure. 

In theory, at least, the foreclosure of a mortgage on any 
property, however extensive, is similar to that of the fore- 
closure of a mortgage on a house,"* but in actual practice the 
doctrine has been modified so far as it concerns the properties 
of large corporations, especially great railway systems. The 
courts tolerate the doctrine that the "foreclosure proceedings 
of mortgages covering extensive railroad properties are not 
necessarily conducted with the limitations that attend the fore- 
closure of ordinary mortgages." *** In fact, it was recognized 
long ago that the court might arrange the formal steps in the 
foreclosure with a view to facilitating the execution of a plan 
of reorganization already agreed upon and, by implication, 
approved by the court.** If need be, the court may even order 



't The court, by approving of the conditions of the judicial sale, may indirectly 
force the (liMriitiiig minority to accept the plan of reorganization approved by an 
overwhelming majority of security holders. But the court cannot direct!:^ force a 
security httUTer to accept a plan. *'lt is clear that the courts cannot directly or 
indirectly rewrite this reorganisation agreement." Guar. Tr. v. Inter. Steam Pump Co., 
jji Vtil, 504 (1016). This was tried in one notable case, but the United SUtes 
Circuit I'ourt of Appeals (Supreme Court Justice Brewer rendering the opinion) 
declared against any such use of the court's power on the ground that *'tnere is 
no wide discretion vested in the chancellor wnich permits him to disturb contract 
rights the rights of property. ... It is not for the court to assume the power 
to comi>el because it oelieves it wise and goo<1 business. . . . Every man in this 
etnintry decides miestions in respect to his own property for himself.** Merchants 
Li^n and Trust Co. v. Chicago Kyi. Co., 158 Fed. 923 (1907). 

*• It is the customary practice for the trustee of one of the junior mortgages 
just ah*»ve those underlying mortgages which are not to be disturbed in the reor- 
ganisation, to move for a judicial sale of the corporate property of the railroad. This 
yi^ition is usiuaUy unoptH>!4eil by the railroad. For details of procedure, see Byrne, 
„ "Koreclosuie of Kailn^d Mortgages," in Stetson, F. L., Editor, Some Legal Phases 
of CoiiHuate Financing. Keorganixation and Regulation (1917). 

••Louisville Tr. Co. v. LouisTille. N. A. & C Ry. Co.. 174 U. S. 674 (1898). 

••Soye V. Central R. R. Co,, 99 U. S, 334 (1878). 
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a sale of the corporation's property before the status of dif- 
ferent claimants is determined, on tlie assumption that the 
quicker tlie reorganization is carried out. the better it will 
be for all concerned."' Here, as elsewhere in this complicated 
subject, lies the general rule that the courts have sought to 
facilitate the adjustment of purely private dissensions with a 
view first of all to the larger questions of public policy. Judg- 
ing from the words of perhaps the ablest student of reorganiza- 
tions, they have not abused this power." 

The next step is the "decree" of sale, according to which 
the court preserves the outward form of a foreclosure sale." 
Owing to the fact that the foreclosure of the property of a 
great corporation requires far more capital than a single man 
or group of men can command, the court recognizes that there 
will be no competition at the foreclosure sale of the property. 
In order to prevent tlie various parties who have agreed 
among themselves upon a workable plan of reorganization 
from conspiring together to purchase the property for little 
and thus defeat the just claims of other creditor^ who have 
not pooled their interests, the court ordinarily fixes a minimum 
or "upset" price." It is the amount w"hich the receivers must 
realize from tlie property in order that the court shall confirm 
the sale. It amounts, practically, to the determination by 
the court of the price at which the reorganization committee 
may acquire the property of the old corporation at a public 
sale, and also of the conditions under which the committee 
must settle with the creditors who have not consented to its 
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plan." There is, theoretically at least, a chance that other 
persons may care to pay more for the property than tlie reor- 
ganization committee™ and the general creditors not embraced 
in the committee's plan should be given — theoretically at least 
— an opportunity to bid in the property in satisfaction of their 
own liens. Moreover, the public sale preserves the form of 
legal procedure required in the foreclosure of a mortgage on 
a plot of land. But it is a foregone conclusion that the only 
bidder will be a representative of the reorganization committee, 
and his bid will represent a few dollars more than the court's 
upset price."' Accordingly, in recent practice, many courts," 
to avoid the expense and notoriety connected with a public 
sale, authorize the receivers to give notice that they propose 
to sell at private sale the property of the corporation to the 
reorganization committee in furtherance of their prearranged 
plan of reorganization. If anyone objects or can guarantee 
that a larger sum will be obtained at a public offering, the 
court will authorize it. Ordinarily no one objects, and the 
plan is carried out at a distinct saving of expense. 

If no upset price is fixed, or if it is very high, the bid 
obtained by the receiver may be less than what the court 
deems just. A second, or even third, sale may be ordered 



■The nrin lair it Ihtt tbe acquiring conpanj' i« In no «Ue liable for debti 
or other obliraiions ere»tid by the receiver while minaging the totporiiion. Godfrer 
V. Obio and M. Ry. Co.. ti6 Ind. ia (iBSS); Davii y. Duncan, ig Fed. 477 (1884); 
alio bj Fed. 456 (iS9i);ji Fed. 6]fi (iSrs): and 83 Tex. 1B6 (iS^i). But ihia 
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in the hope of obtaining more." Sooner or later, the sale is 
confirmed by the court" and the property comes into the 
possession of the new owner — the reorganization committee; 
and, automatically, the administration of the receiver ceases.*" 
The reorganization committee, having acquired the prop- 
erty, immediately turns it over to the new corporation. This 
the committee has caused to be formed even before the final 
settlement. The same name is retained in the case of the reor- 
ganization of a public service corporation, except that "rail- 
road" may be changed to "railway" or "company" to "corpora- 
tion." " But in the case of industrials the name of the new 
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corporation is almost invariably made different from the old 
one. The reason for this variance in practice between public 
utility and industrial reorganizations is that the financial em- 
barrassment and subsequent reorganization of a railroad or 
local electric company does not ordinarily impair its standing 
with its customers. A large part of the traveling public do 
not know when a railroad passes in and out of a receivership ; 
the public would be inconvenienced were the fact needlessly 
emphasized or were its established corporate name changed. 
Tile failure of an industrial, on the otlier hand, implies an 
impaired or a ruined credit. The quicker, therefore, the 
associations connected with the old company are forgotten, 
the better it is for the credit of tlie reorganized company. A 
new name tends to obsciu-e the memories of the past. 

The most difHcult problem remaining to tlie reorganization 
committee after the sale is that of the final adjustment of 
conflicting interests. The questions connected witli this prob- 
lem have been aflfecting all the tentative plans and later stages 
of the work of the various reorganization committees. They 
represent tlie loose ends and possible sources of embarrassment 
and litigation that invariably cast their shadows about every 
reorganization of importance. In case all the bonds are of 
one class, are all deposited with the reorganization committee, 
and no other creditors exist, the transition from control by 
the receivers to that of the new corporation occurs without a 
possibiHty of friction. But such simplicity is seldom if ever 
present in any reorganization of considerable size. There are 
always claims to be adjusted. If the upset price exceeds the 
face value of one or more issues of underlying bonds, these 
bonds are not affected; in the vocabulary of finance they are 
"undisturbed." If the upset price does not equal the face 
value of a bond issue, some adjustment is necessary with those 
of the bondholders who have not consented to enter the reor- 
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ganization and they are invariably paid off in money raised 
by the reorganization committee as part of their plan. The 
amount each non-assenting bondholder receives is the propor- 
tional part the face value of his bonds bears to the sum 
received by the court from the sale of the actual property 
securing them. Unless the bonds are secured by very valuable 
physical property the amount allotted to the non-assenting 
bondholders is usually very small." 

*'The Atph*ll CanpanT of America, to illuilriie ibe cue unonc InduniiiU, 

bid ouulandini upwardi of tjo.ooo.DOD of bundi. Tbe company EaTled and Ihc 

■t tfi.ooD.ood. it was lold (or t°,ao6,oog. of wbith ts.na.aao wat for the asKli 
behind ibe (30.000.000 o< bonds. From tbii amount HpenKS of tbe ule were 
(ublrancd and ibc adinsled afnouni dividfd by the outnandinr par nine of tbe 
urtiflUKs. The quotient wa> (104.68. wbkh ii tbe equitr riahtfullr belonging to 
tach bond. Bdi thoie of the bondholder, who went into the reorganiialion (oak 
the aiocka of the new company in liquidatian of Ibeir claim*— » the reoiganiiation 
plan coniemplsied. Tbo«e wbo did not were paid off *I Ibe rale of tio4-^ for each 

A lamewluit elaborate Mudy can be made of Ihe payment! to Ibe nnn-aueniing 
MCDrily holdcri from ihe reiulu □{ the laii Pere Haiquette Railroad reorganiiatinn. 
(Detaifa of tbi) reorganiialion givED al length in Chapter V., and Cbapler VI.) 

any eqofly'*'«m'a1^ed"ir a?y 'of""he bond^'inuei^alid 'an^or'tbe bolde" of' the 

corporation, then Ibeir proportional part of Ihe equity wotild have to be paid to 
Ibem in money before the mortgage under which Ihe bonds were ariginally iiined 

considered !□ have a direct lien on physical property, or Tiluable equity in phyiiol 
properly. Two of them could be dlicliarged on ibe record witboul fotmai forecloiure. 

ten iaiuei, the following repreaent the «ttlement prices with Ihe non-aaienting bonf 
holdera <tor each ti.ooo par value and unpaid coupon)). 

UHPnLTiKa Uaim Lime Bonos 
Flint and Pere Marquette itt 6-. (Ssj.ja 

(Underlying firtt morlgaH on main line) 
Detroit. Grand Rapids and Weslem itt Cona. 4's eso.tS 

(Underlyini firJl mortgage on main line) 
Chicago and West Michigan iti 5'» 7T3-S7 

(Underlying fim mortgage on main line) 
UhdiILtihg Buhch Bohm 
Indiana DiTiiion 3«).S9 

(Underlying mortgage on imponani branch) 
Port Huron Di»iiion JM.87 

(Underlying morlgaite on unimportanl branch) 
Chicago and North Michigan jia-M 

(Underlying mortgage on unimportant branch) 
Grand Raoidi, BcMing and Saginaw 130,77 

(Underlying mortgage on unimportant branch) 
CiHniAi. MoiToacE Bond* 
Flint and Pere Marquette irt Cons. s's... 701.74 

(General mortgage covering principal parti of lyatem) 
Fere Marquette Cotib. 4'a... 460,90 

(Firat general morlgage (or whole syilein) 
Pere Marquette Hef. 4". 1,7,01 

(Second ceneral mortgage tor whole lyaiera, lome additional securiiiei 
pledged) 
For further diicuHlon of the refunding of these hondi «e Chapter VI. 
Aa cxplaoatlon of the above ditfecencei m the icttlemcni prices, the relative atattii 
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In addition to the payments to the non-assenting bond- 
holders — involving a relatively simple problem — some kind 
of settlement must also be made with the other creditors who 
refuse to consent to the plan. These active and latent objectors 
are called "strikers." They are of two groups. There are 
the general creditors of the corporation, who have furnished 
it with labor and material before the failure and who, being 
relatively few in number, have neither organized nor other- 
wise intervened in the proceedings. They cannot be neglected, 
and provision is made that their claims may be paid entirely 
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or partially out of tlie money subscribed at the time of the 
reorganization. In case they are not satisfied with the adjust- 
ment accorded them, one or more may begin legal proceedings 
to set aside the foreclosure sale or otherwise hinder the course 
of the reorganization. The legal standing of these general 
creditors is by no means clearly defined, but the leading Kansas 
City Southern case" seems to countenance the theory that 
they may be ignored if the railroad property is worth less than 
the mortgage debt, but must be included in the reorganization 
if the property is worth more." 



"KatiH* Cit]' SoulbctD sty. Co. v. Giurdimii Tr. Co., 340 U. 5. 16G (1916). 
•In onf nouhtt emic ■ g»ner»l creditor ou Bblc. ihronih > notcwDnh:> deditoa 

of the Suprerat (.nun. 10 innul the work of Ihe reoraaniiitiod eommiitee merelr 
became *n ngtcement bad been reictaed beiweea ihe stocklialderi and ihe bondholder!. 
An atrccmcnt bcineen ihe iiockhDldrri uid crtililoci ia invariably entered inio u 

iHuine [fait lucfa an ajreemenl. Igpking toward ihe foiecloiurc of Ihe corporate 

wu likelj to work harm lo tbc eicluded genera] creditor, becauie he uaulVbe! 
ordinarily, not gTroaE enougb (o defend himwlf igiinit a combination of security 
bolderl. Tbia wai lEc famoui Uonoa cue. Louiivitle Tr. Co. v. Laaiaville, New 
Albany S Cbic Sj. Co.. 174 U. &. 674 (1898}. The taw of the mailer haa 
Utterly been «in further ciauded bv the now <qaB% .famoui Northern Pacific 

Norlbe^rn Pacific Railroad 10 be levied acainn <he new. reoiEaniied Nor' 
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The Other class of "strikers" are the security holders wB 
object to the conditions of the plan or the general procedure 
connected with the sale of the property, or even the execution 
of the reorganization agreemenL'" Although not ordinarily 
powerful enough to reorganize the company in their own way, 
they are in a position to delay the reorganization by litigation. 
Sometimes these strikers have a real grievance. In the Phila- 
delphia and Reading reorganization of 1887 the majority of 
a junior issue of bonds formulated a plan In opposition to 
that adopted, and agreed among themselves not to comply 
singly with the provisions of tlie operative plan. Ultimately 
the committee felt compelled to pay them the par value of 
their bonds." There are speculators In New York who make 
it their business to "hold up" reorganization committees, and 
such is the impatience of business men, such the possible delays 
in litigation, and such the expenses of a prolonged receiver- 
ship, that strikers are ordinarily bought off. This practice 
only aggravates the evil. One man in particular has obtained 
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an unenviable reputation by his numerous exploits. The fact 
remains that, in spite of questions of ultimate justice, in a 
field where justice is necessarily tempered by expediency, the 
effort of a few to exact onerous terms from a majority by 
using or threatening to use the courts for purposes of delay, 
can hardly justify itself, whatsoever the plea." At all events 
it is necessarj' to remember in considering the fundamental 
justice of the claims of a few, that such has been the depletion 
of the corporation's property, due to its misfortunes, that no 
one can claim the fulfilment, to the last letter, of his strict 
legal and equitable rights. To some extent, at least temporary 
losses must be borne by all concerned. And if there exists 
any possibility of recovering these losses, the new corporation 
should be placed on its feet at the earliest possible moment. 
This is the tacit assumption behind all the procedure of reor- 
ganization. 
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CHAPTER IV^ 

THE REORGANIZATION OF RAILROADS* 



ImporUnce of railway reorganization, 66 1 Summary of the in- 
tents of railway reorganization, 67; Five events in the history of 
railway reorganization practice, 70; Earliest period of railway fail- 
ures, 72; Second period comprising reorganization following the 
panics of 1857 and 1873, 73; Third period of the later eighties, 77; 
Fourth period following the panic of 1893, 80; Contemporary theory 
and practice of railway reorganization, 86; A classification of rail- 
road reorganizations, 90. 

The practices, conventions, and guiding principles, both 
legal and financial, governing the reorganization of railroads 
have been more firmly and definitely established than those 
cbntrolling the reorganization of any other type of corporation. 
When, therefore, the government assumed control of the rail- 
ways of the country, January I, 1918, both the theory and 
the detailed working out of the financial rehabilitation of a 
bankrupt railroad were clearly understood. For the reason, 
therefore, that railroad reorganization, although extremely 
intricate, is a relatively finished subject, its historical develop- 
ment and present status will be discussed in considerable detail. 

Contemporary practice covering the reorganization of both 
small and large railways has grown up in direct response to 
the needs of a rapidly building national railway system, not 
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always balanced and not always financially sound in its parts. 
Moreover, like the railway net itself, the present practices 
concerning financial reorganization pertain to the period of 
construction and development, the period of the gradual dawn 
upon our intelligence of tlie importance of railway transporta- 
tion, with the accompanying pangs of our political and social 
consciousness in adjusting themselves to the rapidly changing 
economic organization that this importance demanded. It has 
been essentially an American problem. Our financiers have 
had no historical or transatlantic precedents to guide them. 
Notwithstanding this, the development of the theory and 
practice of railroad reorganization is one of the most original 
and remarkable achievements of American business genius.* 

Great emphasis has been laid already* on the frequency 
of overexpansion as a cause of corporate failure. This 
importance cannot well be overemphasized in discussing rail- 
road failures. In the very earliest days of railroad building 
this evil showed itself in the extension of railroads into well- 
developed territory without measuring the cost of construc- 
tion; during the third quarter of the last century it took the 
form of extension into territory insufficiently developed, 
economically, to maintain a railroad." Subsequently, failure 
has resulted from the overbuilding of branch line feeders in 
the hope of "creating" new traffic. Still more recently railroad 
systems have been afflicted by the weakness incident to mere 
size, such as combination of several groups into single vast 
systems or even (as has been true many times) the embarka- 
tion of the railroad in other remotely connected industries. 
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With this overexpansion, the business as a whole earned a 
steadily declining rate of return on the average unit of invest- 
ment," It became thinner, through a rather rigid application 
to the railroad industry of a kind of diminishing return on 
capital investment. As large amounts of money were required 
to meet the costs of extensions, overexpansion of a railroad 
was accompanied, almost inevitably, by an increase in the 
funded debt, both relatively to the total invested capital and 
absolutely per mile of railroad. Two tendencies, therefore, 
operated at the same time, a decrease in earnings and an 
increase in the interest payments required by the funded debt. 
Ultimately the interest charges exceeded the earnings and the 
company failed/ But this failure was invariably postponed 
by the operation of palliatives — first the expenditures for 
maintenance were cut to the marrow and then a large floating 
debt was piled up. 

In view of these generalizations, surprisingly free from 
exceptions, if one considers the variety of origin, location, 
and administration of our railroads, it is possible to observe 
tliat every railroad reorganization must penetrate beneath the 
tangle of proximate causes and either lop off the wasting 
parasitic growths resulting from overexpansion, or else so 
remould the financial plan of the railroad that the interest 
diarges shall be less, not greater, than the net earnings. Fre- 
quently the reorganization plan has involved a reduction in 
mileage, especially in those cases of most obvious overexpan- 
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sion. Although this may be a tacit admission of previous 
mistakes, tJie old management invariably ascribes the failure 
to superficial rather than ultimate causes. Consequently the 
other alternative, that of recasting the financial plan so that 
the fixed interest charges shall lie well within the earnings, 
is the underlying motive of every reorganization. About this, 
every other feature of the reorganization turns. It is felt by 
all concerned that failure was due to maladjustments resulting 
from rapid expansion, and not to the expansion itself. It 
is assumed, therefore, that if tlie road is given relief from 
its overpowering burden of fixed charges, it will recover its 
poise. Railway pioneers in earUer days, and railway expan- 
sionists in the last epoch, have been constitutionally optimists; 
they prescribed merely a rest for their patient — not surgery. 
The history of railroad reorganization practice, as we shall 
see presently, has been the history of a gradual realization 
that the rest, to be permanently curative, must be accompanied 
by surgery. 

Reduction in fixed charges was, therefore, the primary 
purpose of every railroad reorganization, but it was not the 
only purpose. It has been stated already that a railroad on 
the verge of bankruptcy can postpone the acknowledgment 
of its failure by two means — a reduction in the expenses neces- 
sary to maintain the physical integrity of the road, and an 
increase in the amount of its floating debt. Both means are 
adopted. Consequently when failure is finally admitted 
through the appointment of a receiver, the court finds the 
road very much out of repair because of insufficient main- 
tenance expenditures, and heavily weighed down by a burden 
of floating debt. Formerly the rehabilitation of the road and 
the liquidation of the floating debt were allowed to wait until 
the period of reorganization; but of recent years courts have 
permitted receivers to borrow money on their own certificates 
for these purposes. In any event, the plan of reorganization 
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must provide sufficient money either to rehabilitate the roaa 
and pay its pre receivership debts directly, or else to pay the 
receivers' certificates which had been sold for the purpose 
of accomplishing these ends during the receivership. Ample 
new money, then, under any circumstances, is the second essen- 
tial purpose of every railroad reorganization. And since the 
credit of the bankrupt property is low, both because of its 
previous history and the notoriety given to it by the fact of 
a receivership, outside investors will not buy its securities. 
The new money must be exacted from the old stockholders 
who are the only persons sufficiently interested in the property 
to make sacrifices to help it in its hour of need. 

While these two purposes, a reduction in fixed charges and 
the collection of new money from old security holders, have 
been the paramount issues in every railroad reorganization, 
they have not been accomplished by the same means. This is 
what makes the analysis of railroad reorganization difficult if 
one stresses the means employed, rather tlian the ends achieved. 
On the other hand, since the ends to be achieved are so strik- 
ingly uniform, we can define a railroad reorganization as 
a comprehensive change of the financial plan, necessitated by 
impending or actual failure, such that the fixed charges are 
reduced and new money is supplied through the sacrifices of 
security holders.' 



The means for accomplishing these ends have undergone 
radical changes and it is in die light of the history of the 
subject that the present theory and practice of railroad reor- 
ganization are best understood. Historically, the practices 
pursued in dealing with a bankrupt railway may be divided 
arbitrarily, yet with considerable definiteness. info various 
periods separated from each other by the successive panics. 
For in actual experience the panic years have served as nodal 
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points to the development of railway finance. Weak railroads 
have failed in great numbers at those times." Consequently 
these periods have witnessed the most fundamental and con- 
spicuous changes in reorganization practice. 

The first period comprises all the attempts to rehabilitate 
the earlier, distinctly local railroads. It extends down to but 
does not include the railway failures following the panic of 
1857. Railroads were not reorganized in anything like the 
modem sense; they were merely "set a-going again"; there 
was no settled and established policy, the failure of each road 
being treated as an essentially local and individual problem. 
The second period extends from i860 to the failures succeed- 
ing the railroad panic of 1884. It is characterized by several 
relatively large reorganizations, in fact it may be said to be 
separated from the earlier period by the fact that in 1861 
and 1862 two of the largest railroad systems had to be reor- 
ganized in more than merely local terms.'" A more closely 
defined policy was necessary. Railroad reorganization, during 
this period, ceased to be a matter of merely local interest, and 
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there dawned upon the law and public consciousness the fact 
that a bankrupt railroad was not to be treated as a private bank- 
rupt estate. The third period extends from 1884 ^^ ^^ panic 
of 1893. Th^ principles of railroad reorganization as now 
recognized were being worked out in tentative form during 
this time. Railroad reorganizations had become matters of 
public moment. The courts had come to realize fully the 
social importance of railroad corporations, and their receiver- 
ships and reorganizations were supervised in accordance with 
principles of public policy then being developed in an indirect 
and cumbersome manner. The fourth period extends from 
1893 to 1908. It includes the great railway reorganizations 
succeeding the receiverships due to the panic of 1893 ^"^ ^^ 
following depression. The principles which were vaguely 
developed in the preceding period were applied to the 
rehabilitation of some of the greatest railway systems of the 
country. The fifth period comprises the latest reorganizations, 
especially those succeeding the railway failures of 191 3 and 
1914. These financial readjustments were clear cut and 
remarkably simple, considering the large mileage of the sys- 
tems involved, and the intricacies of the financial structures. 
The fact that these recent railroad reorganizations have been 
consunmiated so quickly, so easily, and with so little friction, 
is an indication that the practice of railroad reorganization 
has passed its formative periods and has become crystallized. 

In a detailed discussion of the five periods outlined above, 
little need be said of the first There were many railroad 
failures during the thirty years from 1827 to 1857, but they 
were quite as much the failures of promoters as the failures 
of their railroads. A railroad promoter imderestimated the 
cost of his project The subscribed capital was insufficient 
to finish it, and the promoters were forced to sell more stock 
or more debenture bonds. In being caused by an extension 
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beyond tlie available means, these early failures were analogous 
to those of the later periods, and in the accumulation of a 
heavy floating debt they resembled their modern counterparts. 
But there was no recognition on the part of the promoters 
that they were dealing with a defective financial structure, 
no conscious intention to remodel the financial plan of the 
little railroad in accordance with its earnings. Then, too, 
capital stock predominated in the financial structure," and 
mortgage bonds having the theoretical right of foreclosure 
were not issued until the late forties." When the building 
of the partially completed road came to a standstill for lack 
of funds, then the promoter, the local merchants and squires, 
the towns and counties, or other equally restricted groups 
merely bought more stocks and debenture bonds in order to 
complete the line. These financial adjustments, even those 
following the panic of 1837 and the depression extending until 
1846, were in no sense reorganizations of 6nancial structures. 
They were integral parts of the practical working out of 
railway promotion, episodes in the stupendous and all-absorb- 
ing task of substituting steam rail transportation for older and 
cruder means. 

But with the railway failures consequent upon the panic 
of 1857, a new problem arose. Fully built railroads failed 
for other reasons than mere unfinished construction. Several 
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of these failures stand out clearly as analogous, to contem- 
porary railway failures from the point of view of their size 
and the economic development of rail transportation.'* We 
can therefore look upon the treatment of the larger bankrupt 
railroads following the panic of 1857. as initiating a new era 
of railroad reorganization finance. 

Characteristic of the mental attitude of the men who 
guided railway finance at the beginning of this period was 
the reorganization plan used in two important railway failures 
of the time, the New York and Erie Railroad, the original 
stem of the present Erie system, and the Pittsburgh, Fort 
Wayne and Chicago, the western line of the Pennsylvania 
system. 

The old New York and Erie Railroad had been completed 
in 1851, but had never been prosperous. It suffered severely 
during the panic of 1857. Low maintenance charges had 
increased enormously the mere cost of operation, and these 
difficulties were aggravated by floods and line washouts; the 
road had suffered from a strike of its engineers, who turned 
public opinion against the road by reporting that "only boys" 
were running the trains. Its terminal in Jersey City was 
unfinished. Its treasurer, the notorious Daniel Drew, had 
been running competitive steamship lines and 'otherwise ad- 
ministering the road's treasury to his personal advantage. On 
the financial side the picture was even more disheartening. 
Unpaid judgments for over $700,000 were outstanding against 
the company; it had accumulated a floating and unsecured debt 
of over $8,000,000, and an old mortgage of $4,000,000 had 
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matured and remained unpaid- The road had defaulted on 
the interest on all its other bonds — even the interest on the 
old underlying first mortgage bonds. And capping all these 
difficulties, the road was earning actually less than its mere 
operating expenses. The president of the road made a hurried 
trip to England in the hope of inducing the British security 
holders to come to the rescue, but the effort was futile. 
Finally, in the last cxtretnity, receivers were appointed in 
August, 1859. 

At the time of its failure, the affairs of no great railroad 
system reorganized within recent years were in such despicable 
condition as those of the old New York and Erie in 1859, 
It had a notorious celebrity — in financial districts and in the 
public press. One woiJd presume, therefore, that the reor- 
ganization plan adopted to remedy these disheartening condi- 
tions would be as drastic and comprehensive as the generally 
acknowledged reorganization policy of the period would 
countenance. Yet there was nothing either drastic or com- 
prehensive about tile reorganization finally consummated in 
1862, The mortgage bondholders were required to make no 
sacrifices whatever, the small assessment of only 2j^ per cent 
levied on the stockholders being used to meet their overdue 
coupons. The large floating debt was funded into preferred 
stock. On the whole, the position of the common stockholders 
was distinctly stronger, in so far as the menace of a floating 
debt nearly as large as the common stock" had been per- 
manently funded into a t\'pe of security having merely a 
contingent lien on earnings. Although probably the most 
disheartening failure, all things considered, of a prominent 
railroad, its reorganization is almost unique in the small 
amount of sacrifice demanded from any of the security 
holders. 
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In 1875 the Erie Railway failed again, after the panic 
of 1873. Again it was one of the most severe and far-reaching 
failures of the time. And again the individual conditions 
surrounding the failure were almost as disheartening as those 
of 1859. Nevertheless the reorganization of 1878 was carried 
out by merely funding into 7 per cent bonds the overdue 
coupons on certain junior issues of bonds'* and by lev-ying a 
small assessment on the stocks." The significant change 'from 
the preceding reorganization was the funding of alternate 
coupons on certain junior bonds, thus to a very limited extent 
reducing temporarily fixed charges, whereas in the earlier 
reorganization no efEort was made to eflJect even a temporary 
reduction in fixed charges. In other words, although both 
failures were severe, neither reorganization demanded any 
sacrifice from the security holders at all consonant with the 
severity of the failure, and tlie only significant difference be- 
tween the two reorganizations was that in the one following 
the panic of 1857 neither a temporary nor permanent reduc- 
tion in fixed charges was accomplished, whereas in that follow- 
ing the panic of 1873 there was achieved a small temporary, 
but no permanent lessening of the fixed charges." One astute 
student of reorganization procedure remarked that "the rail- 
roads which failed in the early seventies were not really reor- 
ganized — they were simply regalvanized." " 
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The railroad panic of 1S84 initiated numerous railway 
Ifailures. The reorganizations following these failures com- 
IjH'ise Uie tliird period of our historical review. There were 
l:st the time many half-finished railroads, the failure of which 
Iwas Uke that of the early railways of the eastern Atlantic 
fcfitates following the panic of 1857;" there were other com- 
Ipetitive railroads which were built, In fully developed terri- 
Itory, for the single and often avowed purpose of being bought 
I out by stronger rivals, but which were too weak even to 
F initiate the struggle, much less carry it to a successful issue." 
I But fully characteristic of the reorganization policy of the 
I period, as it showed itself in the reorganization of a fully 
■ developed and completely articulated railway, was that of 
I the Wabash, St. Louis and Pacific Railway,'' the antecedent 
I of the present Wabash Railroad. The road failed May, 1884: 
[ it was the first of our great American railway systems to 
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throw itself into the hands of receivers." The fundamenta 
reason for this failure was overextension of branch hnes," 
It embraced over 2,000 miles of hne, about two-thirds east 
and a third west of the Mississippi." For a while, the system 
was operated in two etiual parts and the parts emerged from 
receivership separately," but the reorganization plan, with its 
successive modifications, contemplated a single unified system. 
This was necessary in order that the road might weld into a 
co-ordinated system the heterogeneous mass of independent 
main lines and foolishly and iniprovidently constructed branch 
lines out of which it had been created. There were outstand- 
ing at the time fourteen separate issues of divisional first 
mortgage bonds, bearing interest averaging nearly 7 per cent," 
and several issues of second, third, and general mortgage bonds 
bearing 7 per cent interest. Below these senior bonds there 
were $16,000,000 of general 6 per cent bonds and some 
$6,000,000 of 6 per cent collateral trust bonds. In addition 
to all this debt there were $27,000,000 of common stock and 
$23,000,000 preferred stock. 

The first plan of reorganization" contained two radical 
provisions. It required the exchange of the $22,000,000 of 
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the general and the collateral trust bonds, both bearing 6 per 
cent fixed interest, into 6 per cent debenture bonds, bearing 
6 per cent interest, payable if earned (income bonds). In 
other words, the road was to be given a temporary "rest." 
A fixed charge of $1,300,000 was to be changed into a con- 
tingent charge. The second radical provision was that the 
old preferred stockholders were to be assessed 8 per cent a. 
share, the old common stockholders 6 per cent a share (the 
new income bonds to be given for their assessment), and the 
old general and collateral trust bonds 2 per cent. In other 
words, besides having their interest made contingent on earn- 
ings, the old junior bondholders were actually assessed. But 
the reorganization managers were not satisfied with merely 
a temporary reduction in fixed charges. In a supplementary 
plan, under the thoroughly justifiable excuse of bringing into 
a close union and coherent structure all of the Wabash lines, 
the reorganization managers forced the holders of upwards 
of nine of the old underlying first mortgage bonds, bearing 
an average of nearly 7 per cent interest," to accept new 5 per 
cent bonds issued under a blanket first mortgage. And they 
forced the holders of the underlying second mortgage bonds, 
mostly bearing 7 per cent interest, to accept new 5 per cent 
bonds issued under a blanket second mortgage." In brief, 
the great Wabash reorganization, a landmark in the history 
of reorganization practice, not only collected an assessment 
on stockholders and junior bondholders and made contingent 
on earnings the interest on two large issues of junior bonds, 
but it also solidified into two senior blanket mortgages, bearing 
a low interest rate, practically all the underlying high interest- 
bearing bonds. Of course, in actual percentages of total 
charges, the reduction of fixed interest was small and the 
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treatment of the junior bondholders who were given income 
bonds with a mortgage lien was not in any sense drastic. The 
point of importance is that in this historically important reor- 
ganization of a great railway system of the late eighties, there 
was some permanent as well as temporary reduction in fixed 
charges and a distinct, although slight sacrifice was required 
of everyone of the security holders.'" 

The panic of 1893 was prolific in railway failures. And 
the failures were chiefly, unlike those arising out of the 
preceding panics, of completed, well-established, and highly 
organized railway systems. One of the earliest and most 
conspicuous of these was the failure in the early part of 
1894 of the Atchison, Topeka and Santa Fe Railway. The 
system embraced over 7,000 miles of line and constituted then, 
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as now, the only single railroad reaching from Chicago to 
the Pacific Coast. It had been reorganized in i88g, after a 
period of abnormal and factitious growth, by the refunding 
of a multitude of small issues of bonds into two blanket issues 
carrying low fixed charges.*' But in the intervening years 
the road had increased its mileage by the acquisition of one 
railroad after another, without regard for financial expediency 
or even future solvency. Later, when an independent expert 
audited the books, he found that there had been an average 
deficit of over $1,250,000 for the years from 1891 to 1894. 
notwithstanding the fact that the company had falsified its 
books so as to represent an ample armual surplus for each 
year. 

The stocks and bonds of the Atchison were largely held 
in England. Of the bonds there were outstanding $150,000,- 
000 first mortgage 4 per cent bonds and $84,000,000 second 
mortgage bonds, then carrying 3 per cent interest. The 
interest charges had not been earned since iSgi, according 
to the independent auditor, and in addition the road had 
current debts of $11,000,000. But the English bondholders, 
solicitous of their interests, proposed in an immediate plan 
of reorganization merely to refund the second mortgage 
bonds, then carrying 3 per cent fixed interest, into income 
bonds carrying 5 per cent. The second mortgage bond- 
holders were not to be assessed, and the 5 per cent income 
bonds offered them were, considering the future as well as 
the present, quite as valuable as the bonds they surrendered. 
The stockholders were to be assessed and the proceeds used 
to pay part of the floating debt and the overdue unpaid 
coupons on the old bonds. As one writer observes: "The 
notable part of the scheme was the anxious care of the bond- 
holders to protect themselves." " Subsequent reahzation of 
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the seriousness of the failure made the American financial 
interests realize that the English bondholders' plan was an 
ineffectual and selfish palliative. 

A new, broad reorganization policy was dawning upon 
the consciousness of both bankers and investors, one which 
required that a reorganization to be well done must be thor- 
oughly done. And when the final Atchison plan of reor- 
ganization was adopted in 1895, it expressed fully an under- 
standing of this new financial wisdom. The old 4 per cent 
first mortgage bondholders, having a prior lien to the entire 
system, were forced to accept 75 per cent of the principal 
in new 4 per cent bonds — a cutting of both principal and 
interest by 25 per cent. To make up for the loss, they were 
given 40 per cent in new 4 per cent income bonds. The 
second mortgage bondholders were required to surrender their 
bonds for preferred stock, and to pay an assessment of 4 
per cent." In other words, they were forced to accept the 
position of losing partners, not of creditors," in the enterprise. 
This change from the English bondholders' mild and super- 
ficial reorganization plan to that finally adopted by the Ameri- 
can financiers, was, in a very true sense, a crucial point in 
the evolution of our reorganization policy. The former was 
a makeshift; the latter was a thorough, comprehensive finan- 
cial readjustment. And the fact that the former was rejected 
and the latter accepted indicated that a mere palliative with 
a minimum of sacrifices and a temporary decrease in fixed 
charges was no longer regarded as a sufficient readjustment 
to render sound and stable a bankrupt and impoverished rail- 
road system. 

The reorganization of the Atchison Railway was among 
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the first of the great railroad reorganizalions following the 
panic of 1893. It was prophetic of the new spirit. Already 
in the Wabash reorganization, outlined above, the new order 
began to show itself. But in the contrast between the English 
bondholders' plan and that finally adopted for the Atchison, 
the contrast between tlie old and new orders stands clearly 
defined. It marks the completion of the transition from the 
third to the fourth period of reorganization policy, outlined 
in the earlier paragraphs of this chapter. And this means 
more than an unimportant historical distinction. For the line 
of demarcation between the great railway reorganizations 
prior to that of the Atchison in 1895 and those contemporary 
with it and following it, is more distinct than that between 
any other of the historical periods. 

From the first Erie reorganization down to the English 
bondholders' Atchison plan, a period of thirty years, there 
had been a growing realization that a railroad reorganization, 
to be permanently successful, must be drastic and compre- 
hensive. But this realization was of slow growth. '° Lawyers 
stuck to the legal phraseology of bonds and mortgages, insist- 
ing that the contractual rights of bondholders must be pro- 
tected at all hazards, and investors were intolerant and obstruc- 
tive if forced to submit to anything more than the most 
superficial and temporary sacrifices. 

There were several significant motives to explain the com- 
parative leniency with which bondholders were treated in the 
reorganizations prior to 1895. All men assumed that the 
railroad industry was inherently profitable, and would grow 
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as the resources of the United States were developed. Ana 
this being the case, increasing prosperity might be expected 
to absorb any ordinary burden of fixed charges which might 
be placed on a railroad. In many cases it was presumed by 
overconfident reorganization managers tiiat even an extraor- 
dinary burden could be carried, provided drastic competition 
could be, for the moment, alleviated. Again, the courts showed 
every inclination to protect the bondholder, should he object 
to any sacrifice of principal or interest that a stockholder 
management might wish to impose upon him. By resorting 
to a variety of legal steps, the bondholders could impede, 
perhaps frustrate, the reorganization. Furtlier, by no means 
least important, there was the fact that large proportions of 
the bonds of our American railroads were held in England 
and on the Continent." These foreign bondholders acted as 
a unit against any effort to emasculate their position. They 
could not be prevailed upon to relinquish any of their literal 
rights so long as any equity remained to the American stock- 
holders; and the American stockholders refused to relinquish 
their shadow of an equity because of their inherent confidence 
in the ultimate prosperity of the railroad industry." 

These few historical cases and the generaHzations one may 
draw from them refer to a period of railway finance long 
since past. Beginning with the crisis of 1893 the motives 
outlined above ceased to dominate reorganization managers. 
A new era of financial history dawned, and with it a new 
policy toward railroad reorganization. No longer were any 
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scruples shown in the treatment of the bondholder. Forced 
by the obvious plight in which the railroads of the country 
found themselves in the depression from 1893 to 1897, people 
generally recognized that only through the most drastic cut- 
ting of fixed charges, accompanied by large investments of 
new money, could the bankrupt and impoverished roads be 
rehabilitated. No longer did the reorganization plans show 
the dictation of English bondholders who, by delaying their 
consent, could impede the reorganization; no longer did the 
courts aid the "striking" bondholders. And, finally — perhaps 
most prophetic of the new period — men no longer assumed 
that the railroads would become prosperous, ultimately, no 
matter what burdens tliey were compelled to carry. 

Many reasons explain the change of opinion. At every 
period of financial history, those reorganizations consum- 
mated at the time of a financial panic or business depression 
are more drastic than those consummated during a period 
of business prosperity. Then, too, the influence of the late 
J. P. Morgan was dominant and worked in every instance 
for the distribution of sacrifices and the casting of the financial 
pattern according to actual earnings. But most of all there 
was a common consciousness that the era of promotion was 
past and that the restitution of confidence in the industry 
required that the railroads be given a definite economic 
stability and their bonds made a secure investment. To 
accomplish this, sacrifices were required of all who took part 
in the period of promotion and extension, and permanent 
protection for those who, in the hour of need, showed their 
confidence by contributing new money. In attaining these 
ends the old bondholders were called upon to help. As 3 
result of tile drastic reorganizations of this period, the rail- 
roads of the country emerged with new life, rehabilitated 
physically by the investment of new capital, and freed from 
overburdening debt. 
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Principles of reorganization practice were thoroughly 
established by the thoroughgoing and drastic reorganizations 
of the large railway systems during the middle nineties, and 
these principles were applied with uniform precision to the 
recent cases. Omitting, for the purpose of this introductory 
survey, confusing exceptions and unimportant details, one may 
summarize contemporary reorganization practice in the follow- 
ing general terms.'* 

So far as the formal procedure is concerned, a reorganiza- 
tion brings about an adjustment — represented usually by a 
compromise — between tlie strict construction of the legal obliga- 
tions of the various security owners and creditors of the road, 
and the necessity, from the public point of view, that the 
railroad maintain its service as a solvent, responsible, and 
progressive corporation. It is the balance between private 
and public interests. While pretending to hold to the strict 
construction of the legal contract, the courts have been inclined 
to allow all interests, no matter what their equitable rights 
might be, to participate in the reorganization provided an 
improved railroad service can be promised to the public. 
Neither state nor federal laws have much to do with determin- 
ing tile character of railroad reorganization. The parties most 
concerned are encouraged to work out any plan that is expe- 
dient and approximately just, provided it is socially and 
economically sound. And the resulting compromise between 
the strict rights of the bondholders, the blasted hopes of the 
stockholders and the welfare of the public, is based on expe- 
diency tempered by justice, rather than justice tempered by 
expediency. It is carried through under the sanction of a 
system of law which has grown up as a response to the 
peculiar economic conditions of a new country, a system of 
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law which has sought to preserve the forms of a legal practice 
existing long before railroads were conceived, while modifying 
its substance to meet the actual conditions of railroad success 
and failure in this countrj-. 

As far as the specific results are concerned, the present 
practice rests, as has been previously suggested, on the ele- 
mental principle that two primary ends must be achieved in 
every railroad reorganization. The more immediate, but less 
fundamental, is the collection of a fund of money, obtained 
primarily by a levy on the stockholders, out of which to pay 
the accumulated debt at the time of the receivership, the 
improvements of the road during receivership, and the expenses 
of reorganization ; and finally to provide the means that shall 
keep the reorganized road from incurring new floating debt 
during the period of its rehabilitation. The second end is 
the reduction in fixed charges. The letter of the railroad 
mortgage bond has come to be nothing more than mere legal 
verbiage, but if the property covered by the mortgage has 
earned its charges, the mortgage is allowed to remain and 
the bondholders are not asked to make sacrifices. If, on the 
other hand, the property behind the mortgage has failed to 
earn its charges, tlie bondholders are forced to accept a lessen- 
ing, perhaps a total extinction, of their rights to demand a 
fixed income. They may object, but they are powerless to 
resist, except by acquiring the actual property itself at fore- 
closure sale; and the failure of tlieir property to earn its 
charges prior to the receivership gives little promise that its 
earnings would be better after the bondholders themselves 
have exercised the letter of their legal rights and acquired by 
themselves alone the actual operation of the road. We have 
here another illustration of the fundamental truth that the 
economic value of physical property is no greater than its 
inherent earning capacity. 

The syndicate of bankers that is called into existence to 
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finance the reorganization will probably dictate the plan." 
Normally the plan will provide for the formation of a new 
corporation which shall take over the assets of the old one. 
subject to such underlying Hens as are not affected by the 
reorganization. The syndicate is then in a position to issue 
entirely new securities which are superior to every liability 
of the old corporation except the undisturbed prior lien bonds. 
Such new securities are ordinarily of three classes. They may 
be designated as tlie fixed charge, the contingent charge, and 
the common stock securities. The first class will consist of 
a large issue of general mortgage bonds, having a small 
interest rate, the aggregate of which is less than the net 
earnings of the railroad during the receivership. The second 
class will be income bonds or non-cumulative preferred stock- 
preferably the latter — the interest or dividend payments of 
which, together with the interest on the other bonds, will bring 
the capital charges to an amount somewhat less than the 
maximum income prior to the receivership. The third class 
will be the common stock, large in amount, but having no 
fixed or contingent charge. It is distributed freely in order 
to placate the old security holders. 

The plan will propose as well to secure new money in 
order to pay the floating debt, the receivers' certificates, and 
to improve the physical property of the road. This new money 
will come from two independent sources. A syndicate will 
purchase of the new corporation a block of the new general 
mortgage bonds. The holders of the stock and possibly the 
junior bonds of the old corporation will be taxed or assessed 
as much as they can be induced to pay for the privilege of 
acquiring a subordinate interest in the new corporation. This 
participation is usually represented by a combination of con- 
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tingent charge securities and common stock. To assure the 
new road the proceeds of these assessments, the syndicate 
which has undertaken to buy a part of the issue of general 
mortgage bonds will probably agree to pay the assessment 
demanded of any delinquent stockholder and assmne his rights 
in the new corporation. 

The same idea can be restated in the uses to which the 
three new classes of securities are put. The bonds involving 
fixed charges are given in exchange for a part or all of those 
of the old bonds upon which it can justly be claimed that 
the interest was earned and will be earned under all circum- 
stances. The rest are sold to the syndicate for money. The 
securities bearing contingent charges, together with the com- 
mon stock, are given, in varying combinations, to the holders 
of those old bonds, the interest on which had not been fully 
earned, and to the stockholders, on condition of the payment 
of a certain tax or assessment. As a result of these trans- 
formations, the almost invariable consequence of every rail- 
road reorganization since 1895 has been that the road emerged 
from its troubles with a lower fixed charge against income 
but with a higher total capitalization. The bonds and tlie 
fixed interest charges are reduced; but the par value of the 
preferred and common stocks is increased, by reason of the 
necessity of distributing these securities freely, in return fot 
the sacrifices made by the old junior bondholders and stock- 
holders. We are thus presented with the striking anomaly 
that the bankruptcy of a railroad corporation leads to a direct 
increase of its total issued securities. We are also presented 
with the even more striking fact that in tlie presence of 
financial failure and its consequences the public service char- 
acter of a railway corporation is brought most clearly into 
evidence.*'* 

"The long hiitory of jndici'il opinion, in which Ihe doctrine of the piioritr 
13 been inced many limei. It wai conidouily aclmowledged in 1S76 (Munn t. 
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This brief outline of the form of contemporary railroad 
reorganization is altogether too general and superficial to be 
of significance when applied to concrete cases. All railroads 
differ among themselves. The specific causes of railway 
failure are never the same in two instances, so that the specific 
remedies to be applied will necessarily vary according to the 
individual case. Consequently, in order to discuss reorganiza- 
tion plans in any except the most general terms, and to treat 
of the subject with clearness and definiteness of outline, it is 
necessary to arrange railroad reorganizations themselves 
according to some kind of system of classification, else any 
detailed discussion of the subject degenerates into a mere 
jargon of unordered cases. But a classification of railway 
reorganizations is difficult, owing to the extreme difficulty of 
determining a proper system or scheme. 

From all points of view, the most valuable way of classify- 
ing railroad reorganizations themselves (and the practical 
expedients used in accomplishing the two primary ends), is 
in terms of the causes and extent of the embarrassment which 
occasioned the necessity of reorganization. In other words, 
reorganizations are best classified according to their causes. 
Financial embarrassment, actual or threatened, is the cause 
of the crisis of which reorganization is the remedy. A reor- 

lU.. 94 U, S. II]) and colmlnBled in the iiaumption of federal control of the 
tultoad. of J»nu.rr i, "»B. For »n eihau.live •count, see Riplejr. W, Z.. lUil- 
Itttdi, Rslet and Regulitipn. Chapi. XII to XX.(1»li). 

in Ihii connrclion. A> long ago ii lAn Ihc New Jeriey Southern lUiltotd Ind 
Loot Branch and Sea Shore Railroad were put in ibr hands of receivers because 
no daily trains were run for ten consecutive days. These cases preieni sn early 
discussion of the rights of the public under tiite law, Amonc other ihinga the 
chancellor said: "rhe LcBislaiure may be presumed to hsve acted on the assumniion 

(or the public, and that there is an innplied cantract on the part of the company 
to build, equip and operate their road for the use of the public." In re Long 
Branch & Sea Shore R.R, Co,, p C. E. Green. j«8. 404. And eighteen rear* 
later, in i8gi. a receiver was appointed for the Chicago and Soutbneitern Railway 
by an Indiana court, merely because certain shipperi alleged that the road was 
unable to ore for iheir business. 31 Chi. Ry. Re*.. 479. About this same time 
judge Hanford niccinctly staled the preaent attilude of the courts toward nilroadi. 
In conneninn with the Monhetn Pacific litigation. "A railroad is a public highroad. 
designed for public use. A eorporacion owning it enjoys a public tranchite which 
niakea it in a measure a public tervaat, obligated to serve the public by keening 
the road in operation." Farmer* Loan i Tr. Co. *. Nor. Pac R. R. Co., 71 Fed. 
14S (iSgC). 
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ganization, therefore, can be successfully consummated only 
as it removes the cause, so that any attempt at classification 
must recognize that the form as well as the concrete details 
of railway reorganizations will vary according to the nature, 
extent, and seriousness of the failures which caused them. 

There are, in general, three types of railway failures — two 
pertaining to large railway systems, the third confined to small 
independent railroads. 

The first type, which we will hereafter call "primary 
failures" and tlie resulting reorganizations "primary reor- 
ganizations," or Class I, is the result of a crisis which is seri- 
ous, thoroughgoing, and usually long protracted. This class 
embraces the real financial and economic failures of our large 
railways. In the actual experience of a particular case, one 
may assume that the crisis has been coming on for many years. 
Various palliatives have been applied. Various expedients 
have been tried; not infrequently some expedient has even 
approached the scope of a reorganization. Every known device 
of economy of operation has been tested. Usually the railway 
system has been overextended into new or competing territory 
in the hope of increasing the stability of net earnings through 
increased gross revenue. Ordinarily, every available prop in 
the way of association and combination has been tried to 
increase the available net earnings; every known financial 
device of lease and guaranty, of collateral trust bond, deben- 
ture, and short-term note, has probably been resorted to in 
order to secure money and bolster up a declining credit. All 
these expedients are at most inere palliatives. They avail 
nothing. The net earnings continue to decline, the bond 
interest and rentals increase more rapidly than the earnings. 
The margin available to the stockholders grows narrower and 
narrower, and the credit poorer and poorer. Such conditions 
are fundamental. Yet as the current liabilities of a railroad 
are always relatively small and its floating debt is, or oug^t 
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to be, insignificant compared with its total capitalization, the 
conditions described may continue for some time before a 
specific crisis brings about an outward acknowledgment of 
failure. The important consideration, however, is that the 
railway system as a whole is a failure economically. Its earn- 
ing capacity cannot justify its capitalization. 

The second class, called hereafter "secondary failures" and 
the reorganizations "secondary reorganizations," or Class II, 
embraces those railroad failures which cannot be called funda- 
mental. The earnings, for a few years past, may have fallen 
off. bad crops, floods, or strikes in the principal industries 
may have produced conditions seriously affecting the gross 
receipts, while the operating expenses and fixed charges 
remained the same; short-term notes or a maturing bond issue 
may have created financial embarrassment, At all events, a 
crisis occurs and the railroad's credit cannot witlistand it. 
Failure results. But the causes underlying it are not funda- 
mental. And the remedies that need be applied are neither 
as comprehensive nor as radical as is necessary with failures 
of the primary type. 

The third type, Class III, pertains to small, unimportant, 
often unfinished fines of railway. Sometimes the existence 
of the road was unjustified by the volume of traffic. Some- 
times the road was built merely for strategic purposes. Some- 
times the road was so grossly overcapitalized and mismanaged, 
during the construction period, that it became insolvent before 
it was bom. At all events, the railroad is a thoroughgoing 
failure." But this failure, due to the absence of its obvious 
public necessity, is not of great economic significance. Its 
securities are probably closely held and the failure is not con- 
fessed until the last phantom of its credit has vanished. In 
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the restricted and local significance of tlieir undertakings; and 
in the extent and thoroughness of their distress, the failures 
of these little local lines resemble the failures of small local 
industrial enterprises. Failures of this kind are hereafter 
called those of the third class. 

Reorganization plans and expedients follow closely this 
classification of railway failures. The reorganization of a. 
railway, the failure of which is of tlie first class, is thorough, 
comprehensive, and radical. Practically all securities, even 
small underlying closed first mortgage bond issues, are 
refunded. And while the holders of these underlying bonds 
are not ordinarily asked to endure any sacrifices, they are 
asked to refund their variety of divisional issues into a single 
comprehensive first mortgage bond issue covering the entire 
railway system. Ordinarily the interest rate on this single 
issue is lower than the average rate on the small issues which 
it refunds, so that it is often necessary to increase tlie principal 
or add a complement of junior securities in order to placate 
these old bondholders. The holders of junior bonds, provided 
the interest on them can be earned unquestionably, are usually 
given bonds of a "general" or refunding issue. All other 
bonds, upon which little or nothing was earned in the years 
before the failure, are forced to take a preferred stock in 
the new company. The old preferred and common stocks are 
assessed, and offered new preferred and common stock. As 
a result of these changes, a complex financial situation, involv- 
ing a multitude of small divisional issues, followed by several 
layers of nondescript bonds, followed in turn by notes and 
preferred and common shares, is simplified and standardized. 
There are one or two senior issues of bonds, one issue of 
preferred stock, and one of common. Considerable amounts 
of new money are added through stockholders' assessments; 
the fixed charges are reduced by the refunding of the old 
underlying and first mortgage bonds into one or two issues 
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of new low interest-rate bonds, and by refunding the junior 
bonds into preferred stock. The reorganization, like the 
failure it follows, is penetrating, drastic, and comprehensive. 

Reorganizations following failures of the second class are 
superficial compared to those described in the previous 
paragraph. As the failure is not fimdamental, a radical read- 
justment of the financial structure is neither necessary nor 
advisable. Accordingly, no attempt is made to disturb more 
than the stocks and junior bonds, and no radical sacrifice is 
demanded of any security holder. In many cases the whole 
reorganization turns on the willingness of the holders of some 
large overlying issue of refunding bonds, notes, or debentures 
to refund tliese into preferred stock or income bonds, bearing 
the same nominal investment return. The charges on the 
junior bonds become contingent instead of fixed. In return 
for this sacrifice from the junior bondholders, the stockholders 
consent to an assessment, receiving in return securities of 
relatively high value. As a whole, such a reorganization 
disturbs a comparatively small number of securities, and these 
are only the uppermost layers of the financial structure. The 
failure is not serious and a serious remedy is not required. 

Reorganizations of railway failures of the third class are 
exceedingly drastic. The little road has been bolstered up 
by every conceivable means. Probably when it failed the 
earnings were actually less than its expenditure, The rolling 
stock and roadbed are dilapidated. Consequently, relatively 
large amounts of receivers' certificates are issued immediately, 
in order to maintain tlie road in operation. At tlie time of 
reorganization, these must be paid. Yet the value remaining 
to the stockholders is so slight that they will not endure an 
assessment in order to maintain even their shadow of an 
equity. As a result, the full brunt of the reorganization falls 
on the bondholders. Ordinarily there is a single issue of 
bonds. Accordingly, the holders assess themselves .to pay oflE 
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the receivers* certificates and to furnish the requisite new 
money. In effect, they take over the ownership of the road 
from the old stockholders. In some instances, not only the 
stockholders' interests are eliminated, but also those of all 
the bondholders and the road is taken over by the holders 
of receivers' certificates. In cases of complete failure, the 
holders of the receivers' certificates may be forced to assess 
themselves to maintain the operation of the road. 

The first of the three types just described stands for 
serious and fundamental failures of large roads followed by 
drastic and comprehensive plans of reorganization. The other 
two types are modifications of this — ^the second type represent- 
ing less serious failures followed by merely superficial reor- 
ganizations, and the third type the utter failures of small 
local railways. In view, therefore, of the greater significance 
and greater intricacy of the first type of railroad reorganiza- 
tions, the detailed discussions of the next two chapters will 
be primarily concerned with them. 
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Although it is evidently impossible to separate one aspect 
of the science of railroad reorganization from another, tlie 
whole subject is so intricate that, even at the risk of losing 
coherence and imity, it is much clearer to treat one topic at 
a time. Nevertheless it must be remembered that the topics 
covered in this and the succeeding chapter represent one 
organic whole. The problem of raising capital in any given 
reorganization cannot be separated from that of reducing 
fixed charges; the amount of assessments to be levied on 
stockholders is bound up with the sacrifices of the bondholders. 
Yet unless some effort is made to separate the various prob- 
lems involved, a hopeless chaos of half-truths necessarily 
results. To introduce some kind of order into the subject, 
the present chapter is restricted to those aspects of railroad 
reorganization having to do with the immediate means of 
securing new money; the succeeding chapter concerns itself 
with the more permanent changes in the form and structure 
of the financial plan. 
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In this chapter are discussed the following topics: (i) 
treatment of floating debt holders, (2) the issue of receivers' 
certificates, (3) the uses for new money. (4) the sale of 
treasury assets, (5) assessment on stockholders, (6) reor- 
ganization underwriting syndicates. 

When a receiver comes into possession of tlie property 
of a railroad, he is relieved of the fear of attachments, so that 
he has the opportunity to make a survey of the obligations 
standing against his property and to consider carefully the 
relative priority of the multitude of claims against it. Certain 
of these obligations must be paid, certain can be postponed, 
and others may be adjusted and compromised. Ordinarily 
there ts a heterogeneous mass of floating debt^ of varying 
dates of maturity, including wage claims and debts owed 
material men and farmers along the line who have sup- 
plied ties. The legal and equitable rights of all these must 
be settled provisionally." In addition, the question of 
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priority arises between the floating debt holders and the owners 
of mortgage bonds and debentures. To adjust all these claims 
constitutes a very delicate problem, and the general principles 
to work upon are not clearly defined. The natural assumption, 
in accordance with the wording of the railroad mortgages, 
is that the holders of bonds issued under tiiese mortgages 
have a prior lien on the assets of the bankrupt corporation 
under all circumstances. But the courts have not so ruled. 
As far back as 1859, a federal court directed that the receiver 
meet the claims of employees before paying the interest on 
bonds.* The court alleged the well-being of the public as an 
excuse. Gradually the same view was extended to other debts 
incurred in tlie actual operations of the road, on tlie ground 
that in no other way could the road render the required service 
to the public. 

During a series of important decisions,* the United States 
Supreme Court gradually advanced to the formulation of a 
doctrine since known as the "rule" in Fosdick v, Schall." This 
rule is based on two rather significant postulates. First there 
is a distinction made between the fundamental property or 
capital of the railroad and its current property in the form 
of current income ; and second those current debts contracted 
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to meet imperative operating expenses are distinguished from 
those contracted for extraordinary expenses and improvements 
not absolutely necessary to maintain the road's operation. The 
rule in Fosdick v. Scliall permitted a court to insist that its 
receiver meet all his current expenses during the receivership 
before he should use any current income to meet the charges 
on capital — bond interest, rentals, and the like. It also pro- 
vided that if any of the current income, in the period prior 
to the receivership, had been deflected from its proper and 
necessary use of meeting imperative operating expenses, to 
meet capital charges, then to that extent might the receiver 
give the necessary operating expenses remaining unpaid a 
priority over the Hen of mortgage bonds. 

Since the rule in Fosdick v. Schall was laid down, neither 
the lower federal courts nor the Supreme Court have shown 
uniformity in interpreting it.' One current of opinion set in 
toward a total extinction of the presumptive rights of mort- 
gage bondholders, and the other toward the limitation of 
the priorities of current debts.* The whole matter seemed 
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to (hs judges of the federal courts appointing the receivers, 
-anjl.tfie Supreme Court has confirmed their decisions whenever 
'■the particular facts show them to have been reasonable and 
just." A period of six months has been explicitly approved 
by the Supreme Court in a comparatively recent decision'" 
and has been quite generally adopted as a working principle 
by the federal courts of the East and Middle West." 

Although the receiver may determine that, from every 
motive of law, justice, and expediency, it is wise to pay imme- 
diately certain current debts of the railroad, he cannot move 
unless he secures the funds. Ordinarily, too, the physical 
condition of the road is such as to demand immediate expen- 
ditures for betterments and neglected maintenance in order 
to insure the safe and economical operation of the trains. 
Beset with these demands, the receiver of a bankrupt railroad 
ordinarily considers the procuring of money as the first step 
in his administration of the property.'* 

This is difficult. The road probably has mortgages on 
the most valuable parts of the line. Every expedient for 
raising new money has been resorted to by the management 
in the period prior to the receivership. And the receivership 
itself has further depressed an already low general credit 
Current bond interest can be deflected to the payment of cur- 
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rent operation charges and improvements, but this is ordinarily 
insiifficient. The receiver must, therefore, find new sources 
of money quickly in order to meet the public demands of a 
safe and efficient railway service. 

This new money is ordinarily obtained through the issue 
of receivers' certificates. This form of security came into 
existence less than fifty years ago." It owed its origin to the 
extreme difficulty encountered by a receiver of an impoverished 
road in securing tlie money required to keep the road in opera- 
tion. He could not borrow on the credit of the road nor 
extract money from stockholders. In such extreme cases the 
courts permitted their receivers to borrow on the credit of 
the "whole estate" within the control of the court. And from 
these extreme cases the practice has been extended until it 
has become the custom for courts to allow their receivers to 
issue receivers' certificates which take precedence over the pre- 
existing claims of general creditors'" or even of the mortgage 
bondholders." 

The legal or statutory authority under which the receiver 
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acts in issuing his certificates is by no means clear. In ordinary 
practice a receiver asks of the court permission to issue certifi- 
cates. In this petition he must designate in considerable detail 
the purposes for which he wishes to use the proceeds obtained 
from their sale; yet the general purposes for which receivers' 
certificates may be issued have never been precisely defined 
by the courts." But it may be said that the courts are willing 
to permit the receiver to issue his certificates without much 
question and to any reasonable amount, if it appears that the 
interest and principal can be met from the current earnings 
of the road, or if the bondholders consent to their issue," 
Certificates may even be issued if they infringe on the actual 
capital of the railroad property — even to the point of cutting 
under prior lien mortgages" — provided it is necessary to obtain 
money for the preservation and operation of the property." 
They may also be issued to meet the debts for labor and 
necessary materials during the period just prior to the receiver- 
ship,'* although such certificates may not have the same 
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oldert' lien by a receiver. Il appeared thai (jdo.ooo oI lecei.eii' ceriifiraiea bad 
been nven bii the court a lien ahead u( ta.aoo.ooa firit mortgage bonda, "Of Ibeie 
onlv iiia.soo had ■ciiullr been aold ami the proceedi nied largel* lo Mtlalv lien 
claimi incurred previoui to Ihe receivenhip. and t^r operaiing dehcita.'' The remainder 

thai a debt il piling up prior 10 the bondi wbich Duat be (topped at once to pretervc 
■ny value In tbe bonda." 

"Union Tt. Co. t, IIL Hldbnd R.R, Co., it? V. S. 434 (tSU). AHurenlly 
the eoDil mun be eonvibced ibat the maieriali and lervicea ate reqaired for ibe 
actual operation— oece»tar» oneraiini eipenaet aa defined in the earlier part of 
thi* chapter (Regeri B. C. Co. 1. T>in*ha K. C E. R.R..,ii4 Fed. 63« (19071), 



wing Ibe eipcnic* of (itraoidinary replace: 
paia out of ih« iirocetdi of rrcelveta' eenifiealei. 
, thai (he diatinelion will depend upon Ibe tbeotlea < 
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priority as those issued to pay the debts of the receivership." 
When this liberality of issue is carried to an extreme, courts 
of eqmty may so burden a railroad with receivers" certificates 
that the value of the mortgage bondholders' Hen is absolutely 
obliterated. This is exactly what has happened in several 
recent instances in which the bondholders have had nothing 
of real value left when the time came to discharge the 
receiver." It is this power of the courts of equity, supported 
by a series of Supreme Court decisions," that jeopardizes both 
the spirit and the letter of railroad mortgages. The possible 
exercise of this power by the federal courts weakens every 
public utility bond. It has been called the "extreme limit of 
the most extraordinary powers of a court of chancery,""* 
Quite so, and one might call it an unjustifiable emasculation 
of the substance of presumably inviolable contracts. 

During the period of receivership, the court under which 
die receiver administers his trust provides the funds required 
for improvements and operation, either through the deflection 
of current income or through the issue of receivers' certificates. 
The real problem arises, however, when the time comes to 
put into effect some plan of reorganization. No longer is it 
possible to borrow on the authority of the court through the 
issue of receivers' certificates. So that any comprehensive 
plan of reorganization involves the raising of a considerable 
sum of money. 

New money is ordinarily required at the time of reor- 
ganization for five separate purposes: (1) The accumulated 
floating debt must be paid off or else be adjusted. If an 
adjustment is made with the creditors, it is always effected 



"B. of C. V. Ceni. C. S C. Co., lis Fed. 

■See now ij, fof alremi tate. 

■Am. B. Co. T. Heidelbith. m U. S. 798 ( 
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on the basis of some compromise involving a considerable 
money payment. In case this floating debt has already been 
funded into receivers' certificates, these must be paid ofE with 
new money in the same way as if the receivers' certificates 
had been issued to pay for the operation and improvements 
of the road during the receivership. (2) Money must be 
suppHed to pay off the debts contracted during the receivership. 
These debts may have been incurred in order to meet the 
current expenses of operation, or they may have been incurred 
for the purpose of improving tlie railroad property. It lias 
been noted already in connection with tlie issue of receivers' 
certificates that enormous amounts of money are often 
expended by tlie receiver for tlie improvement of the road. 
As the benefits of these improvements pass on to the new 
corporation, it may justly be compelled to meet them out of 
the fund supplied to it at the time of reorganization. (3) 
Money is required to meet the direct expenses incident to 
the reorganization and the receivership. These arc often 
heavy. Sometimes the court has appointed a prominent politi- 
cian receiver, and the reorganization committees must tolerate 
an extortionate toll before he will release his grip. T^ere 
may be a host of parasites — members of the reorganization 
committees who have done nothing, masters who have taken 
testimony, attorneys who have rendered merely nominal 
services — that must be paid off before the new corporation 
can acquire the assets of the old. There are, too, many 
legitimate expenses — printing, postage, court fees — which tend 
to swell the amount. (4) Though the underlying liens are 
not disturbed, so that no new money is required to care for 
them, one or more of the junior liens is usually foreclosed, 
and money must be provided with which to pay off the holders 
who do not deposit their bonds under the reorganization plan." 
(S) The new corporation must be provided with some work- 
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ing capital. While ordinarily the property is delivered over 
by the receivers in a better condition than when they assumed 
control," the new corporation must have means to carry for- 
ward ordinary improvements, without borrowing, during the 
period of rehabilitation. This is especially important as the 
new corporation, but recently emerged from the receivership, 
would be able to sell its securities only at a prohibitive dis- 
count. 

These various purposes require in the aggregate a very 
large amount of actual money. This can be provided in a 
few rare instances by the sale of securities or other assets 
remaining in the treasury of the old corporation. Ordinarily, 
however, it must be subscribed by the various parties con- 
cerned in the permanent welfare of the railroad. Various 
methods are used for getting this money. These are described 
in some detail in the succeeding parts of this chapter." 

■■TUi taay not be due to iklll on tbr port of Ibe rcttiTcn. It I> due 
lather to the power of the receiver! la iniue and sell their certtlicalet on the 
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in doling sections of prcHding chaplEr, i> show! 
paniculir leorginiMtion ii noted— ^perhaps notorious 

of the reorganiiation were kepi u »inall ■< poaiible. 

DtiMjiTioH or PiDciEDS Or Sali or Stock 
(CoiODioD nock of reorguiiied companjr at tii ■ ibare) 
Obticatiom of receifcr for eqaipment acquired during receiverihip, tax 

loatu. claimi and judgrnenii, interest, etc tt,ieSA9'-i' 

To retire ouutanding equipment obligationB iuued prior to rcaaverifaip, 

with inleren 9)0,337.51 

Lcfal expeoKi of couniel fat truneci in the foredoture of the railroad 
and two terminal company nortBSgca, and the aalea thereunder...... 6ti,ooo.ac 



panljF eatimaled 185,114-9] 

Compenution and expeniea of receiveia cerlincale* commitlee in con. 
neciion itilb the putchue and nunaiement of the praperiie*, the 
organiaacion of the new company, the negotiation of the imder- 
writing, etc --■■■■. - - 44,546.05 




To treasury of new company for working capital, improvcmenti and 
repair ol^ equipment (|a88,ooo) 900.0 

Total I3.600.0 

Reoriuiiution plan of the Atlanta, Birmiiiiham and Atlantic Railroad, < 
iDecember 15. igis, page 5. 
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The simplest method conceivable which a railroad in tfie 
process of reorganization may employ to raise money, is the 
sale of securities in its treasury. If the railroad has securities 
of other corporations in its treasury previously held for invest- 
ment these can usually be sold for money" because its own 
embarrassment has not affected their value; or if it has pre- 
ser>-ed for itself certain valuable privileges these may be sold 
lo other corporations." But instances of this kind are rare, 
as a bankrupt railroad will probably have used up all sudi 
means of securing money long before its receivership, A 
sale of its own securities is ordinarily difficult, as any prior 
lien or underlying first mortgage bonds will probably have 
been sold long before the crisis. A widening knowledge of 
the troubles of the road makes impossible the sale of any 
junior or inferior bonds except at a prohibitive price." Nor 
' can stock, quoted perhaps at less than $io a share, be sold 
to yield any considerable amount of money." The success 
of a few rare instances in the past, tn which a sale of the 
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junior securities of a bankrupt railroad has relieved a crisis, 
are too individual to vitiate the generalization that such sales 
cannot be relied upon to secure sufficient money to effect a 
permanent rehabilitation of the road. A railroad in the pres- 
ence of a iinanciat crisis cannot rely on mere palliatives. 



It was pointed out in the preceding chapter that every 
railroad reorganization turns about two central points — the 
procuring of new money and the reduction of fixed charges. 
We have already observed, in this chapter, that receivers' 
certificates although issued and sold in large amounts without 
difficulty during the receivership, are not capable of furnish- 
ing any new money that can be brought into the permanent 
capital of the road. The court will, almost invariably, require 
their payment in money as a condition of the termination of 
the receivership." They are merely temporary expedients. 
Similarly little or no reliance can be placed on the sale of 
miscellaneou^s securities and junior bonds and stocks from 
the treasury of tlie bankrupt road. Two and only two ways 
remain to secure resources that can remain as part of the 
permanent capital of the road — either the forced payments 
from the old security holders, or voluntary subscription by 
bankers and investors. The former represent the contributions 
or assessments levied on the old security holders as a condition 
of participation in the ownership of the new company. The 
latter represent the sale of valuable securities to underwriting 
syndicates. 

The use and importance of assessments on old security 
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holders has steadily increased since the reorganizations of the 
period following tlie panic of 1873." They are in accord 
with the general tendency to impose drastic sacrifices on the 
holders of the old securities as the price that enables them 
to preserve the shadow of their equity." 

These assessments arise from the necessities of the road, 
and their distribution among the different classes of security 
holders is, unfortunately, treated much more as a problem 
of expediency than of justice. The fundamental economic 
and legal distinction between the stockholder and the bond- 
holder is usually forgotten, and it is growing more and more 
to be the practice of railroad reorganizations to look at the 
position of all the classes of junior security holders as differing 
among themselves only in degree and not in kind. And while 
it is recognized that the common shareholders ought to suffer 
most in reorganization, the members of the committee are 
concerned more with securing the required amount of money, 
somehow, than with meting out justice in accordance with a 
more or less obsolete distinction between owner and creditor. 
The second Atchison reorganization marked the transition 
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I from the old theories of reorganization to the new,*' and 

I tilts very point is excellently illustrated by a circular sent to 

I the junior bondholders at the time. After stating that the 

iAitiount of money to be raised amounted to $14,000,000, the 

\ reorganization committee went on to say: "The stockholders 

f in the ordinary course should provide the whole of this amount 

. . . but the proportion of the assessment that would be borne 

by the stockholders could only be gauged by the amount of 

assessment that they would be willing to pay in order to protect 

their rights. This amount is beUeved to be $10 per share, 

and it is necessary that the second mortgage bondholders 

1 shall provide the remaining $4 for their own protection." 

I This statement embodies the theory of allotment of assess- 

vtnents now universally followed by railroad reorganization 

■ managers. The amount of money required is first determined 

from the reports of the engineers, traffic experts, attorneys, 

and receivers. The amount of assessment which the common 

stockholders will stand is then estimated by the bankers, their 

judgment being guided by both the current market price of 

the common stock and the probable market price of the new 

preferred and common shares which the reorganization 

managers propose to allot to the common stock. The same 

processes of reasoning are applied to the old preferred stock. 

If the amounts which the two classes of stock are probably 

willing to pay in order to retain an interest in the reorganized 

railroad are not equal to the amount which must be raised 

from the security holders, then the remainder is assessed 

against the junior bondholders. Entirely practical questions 

fix the relative amounts of assessments. How much does the 

I road need and how much can be drawn out of each class 

I of security holders and how little given in return ? In accord 

I with this principle, based on expediency and not on justice, 

I the assessments on tlie stocks of roads passing through a 
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serious crisis, (Oass I, as described at the close of the pre- 
ceding chapter) are smaller than those on roads suffering from 
a temporary embarrassment — reorganizations of Class II. 
The stockholders have less at stake in tlie former case and 
can therefore be counted on to contribute less. 

In the reorganization of the Pere Marquette of 1916, 
illustrative of Class I, these principles are exactly portrayed 
In order to secure the requisite amount of money, not only 
were the three classes of stock required to pay an assessment, 
but the two classes of junior bondholders were also called upon 
as well. A preferred stock was offered for the assessment, 
and only a small bonus of common stock. Under these cir- 
cumstances, the common and even the preferred stockholders 
would be willing to pay only a small assessment. It was fixed 
at 9j4 per cent. Moreover, since little or no value remained 
to the equity of the junior bondholders, no distinction was 
made between any of the junior securities. The reorganization 
managers considered them all equally bad. And if the assess- 
ment was placed as low as g^ per cent, the full requirement 
of new money could be obtained only as the two outermost 
layers of junior bonds paid the full assessment, just as if 
they had been common and preferred stockholders. 

In the recent comprehensive reorganization of tlie St Louis 
and San Francisco, a somewhat different means was taken. 
A valuable security, general first mortgage bond (the same 
issue as that into which the underlying bonds were refunded 
and a part of the same issue that was sold to an underwriting 
syndicate), was offered to the stockholders for their assess- 
ments. Under these circumstances the payment of a large 
assessment could be counted on, especially as a liberal bonus 
of common stock was offered with the bonds. Accordingly, 
the assessment was made 50 per cent, but arrangements were 
made at the same time to enable stockholders to sell their new 
bonds so as to reduce the actual assessment to a small stmi. 
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In reorganizations of Class II, those following temporary 
embarrassment rather than serious failure, the assessments 
to the stockholders are consistently large. As already pointed 
out, the expediency of these heavy assessments is based on 
the presumption that, since the equity remaining to tlie stock- 
holders is large, they will endure a large assessment in order 
to preserve it. And, again, because the railroad property 
has a value well above the bonded debt, the new securities 
offered in exchange for the assessments and the bonus of com- 
mon stock can be made very liberal. 

The following table illustrates these principles. 
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I Taking these important reorganizations as a whole, it 
appears that the following conclusions may be drawn : 
I. In no case was there a difference in the rate of assess- 
ment for different classes of securities in a reorganization, 
■L 
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2. The average rate was approximately 34 per cent, averag- 
ing each reorganization as a unit, and a trifle less than 30 
per cent, if each assessed security is considered a unit. With 
the low assessment on the Pere Marquette securities omitted 
the average was 40 per cent by either way of computing it. 

3. In cases where more than one class of security was 
assessed in the same reorganization, the security given for the 
assessment was the same for each class assessed/' 






with tboit of the 

UiouJd hnd eetain alnliing dxBtnnea. la tht fiiM 
Ur|i«; mot* mooe* ii now secured ai the time of 

_ ._ iyiag eSori wM klwtys nude to apportion (he burden 

e nearly upon the lelitive poiilion of the slocka. The comman 

Mockboldet wu uiuadly »il«d lo par mote than ihe prefetred, " "' 

that Ibe barden ihould rett more hOfily on thoK -who utouli 
beoelit from pionouneed lucceu. Tbe uoount and the character 
In the older reorganLutian* can well be illustrated from a i 
teportam reornniiationi at diliercat periodi of Rninciil hiito 
in BO aenae exuuatire. altbou^h it ia belieied that the table* co 
wleetiOD of impomiu teorganuationa. 
T*»Li !—£*«■> RaoaoAliiUTtOWl 



Railroad 


Date 


Old 
Security 


<I«r cent) 


Security 
(per cent) 


sc 


New York A Brie (Brie) . . 


i8jr 
1IS6 

.887 


Prefwrcd 

Common 

Common 
Income Bond! 

Income Boodji 
Comooo 

Common 


IT' 
I 


i 


»z 




L"™iS3: 






PitUbuTi^iAWMMni.-.. 
H«^«k. Chk>«o * St. 


Pfd. stock 











x» of CaiH 



MONEY REQUIREMENTS 



In any reorganization, the practical determination of the 
amount of an assessment is a matter of great moment. It 
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must yield all the new money required by the reorganization. 
Yet great care must be taken that the assessment is not so 
large as to frighten the stockholder into relinquishing his 
interest. To prevent this, the presumptive value of the new 
securities must be at least a little greater than the market 
value of the old stocks, together with the assessment, else 
the stockholders will voluntarily allow their interest to die. 
Unless the equity remaining to the junior security holder is 
considerable, the assessment should be just large enough to 
induce its payment," If the equity properly belonging to the 
stockholders is large (the embarrassment being readily at- 
tributed to specific and easily remedied causes — reorga. '.ations 
of Class II, as heretofore defined), a very heavy assessment 
may be levied on the stockholders, as in the reorganization 
plans of tlie Missouri Pacific and Rock Island railroads in 
which the stockholders were asked to contribute $50 and $40 
a share respectively. But great care must be exercised that 
the assessment is not too large, else litigation will result ;" 
or, al best, the stockholders will drop out. 
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The possibility of a dispute with dissenting stockholders 
may sometimes be avoided — especially in the case of less 
serious failures, where large amounts of new money are not 
essential to a successful reorganization — by giving the com- 
mon stockholder the option of receiving a small amount of 
new common stock without the payment of an assessment, 
or of paying an assessment and getting more hberal amounts 
of new securities.*' The apportionment of the assessment 
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between the holders of the common and preferred sto< 
depends on expediency entirely.*' Presumably the preferred 
stockholder is in a stronger position than the common stock- 
holder, but experience has shown that he will be compelled 
now" to bear quite as much of the burden as the common 
stockholders." Sometimes, although not very often, the 
assessment on the preferred stock is greater than on the com- 
mon," on the assumption that the preferred shareholder, hav- 
ing more at stake, will endure more without throwing away 
his security. In no recent case was the assessment on the 
preferred stock less than on the common. This principle is 
unfortunately unjust, but, as said before, reorganizations are 
guided by expediency and not by abstract justice. The bank' 
rupt railroad must have new money. 

The discussion of assessments in reorganizations of Qass 
III was purposely omitted from the summaries just given. 
Each reorganization of this type represents tlie effort to 
rehabilitate a small road after a very drastic failure. It is 
invariably done by the first mortgage bondholders, who alone 
have any value remaining to their securities. New money 
must be had and the first mortgage bondholders alone have 
sufficient interest in the property to be wilting to undergo 
even a slight sacrifice in order to maintain the existence of 
the railroad. Such cases are illustrated by a few reorganiza- 
tions of Class III ( 1910 to 1919). 
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Recent Reorganizations of Shall Roads (Class III) 
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The radical failure of these little roads is apparent from 
this table, without further explanation. So serious, indeed, 
was the failure in one case, that the holders of receivers' 
certificates were actually assessed.'" In other cases all the 
arts of financial persuasion" were used to stimulate the interest 
of the recalcitrant bondholders. They preferred, in many 
instances, to lose their original investment rather than to meet 
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a heavy assessment and thereby acquire securities of doubtful 1 
value in an enterprise which had shown Itself to be a failure." I 

The query may arise as to whether or not it is expedient 
for the small stockholder, whose shares are quoted at less . 
than $io to pay an assessment of several times their market j 
value in order to retain an interest in the new corporation. ] 
Both Mead and Daggett in their studies of railroad reorganiza- I 
tions have answered the question in the affirmative for the 
reorganizations of the middle nineties. "The stockholders of 
the bankrupt roads make no mistake when they rely upon the j 
future to reimburse them for their sacrifices in the present," " 1 
Daggett has prepared careful statistics showing that for eight] 
reorganizations of the middle nineties, "the amount of the 1 
assessment exceeded the sum for which the common share- 
holders could have sold their stock one month after the publica- 
tion of the plan. In other words, the assessments wiped out 
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the whole value remaining to common stockholders and exacted 
an additional contribution as the price of participation in any 
future prosperity. It is needless to add that quotations today 
are many times the amount of the assessments. The increase 
in value has occurred alike for common and preferred stock, 
even in times of severe depression. On the whole, it has 
abundantly justified the payments which stockholders were 
asked to make." °* This was written in 1908, before the long 
period of the steady decline of railway credit that ended in 
the assumption of federal control January i, igiS, In the 
period from 1908 to 1918 the truth of this quotation has 
certainly lost much of its force, and there are many instances 
of railway reorganizations before 1900 in which those who 
paid their assessments lost the interest and in many cases the 
principal of their contribution. 

At all events historical generalization is impossible. Both 
Daggett and Mead were reviewing a prosperous period of 
industrial history. One must recognize that the decade follow- 
ing the depression of 1893-1897 was one of remarkable expan- 
sion, in which the railroads of the country had their full 
share, so that all these reorganizations were profitable to the 
security holders during the succeeding decade. Had, however, 
the reorganizations occurred Just before a period of depression 
rather than a period of marked economic prosperity, exactly 
the opposite result would have occurred. All things con- 
sidered, it is probably distinctly unwise, from the selfish point 
of view, for the shareholder in a bankrupt railroad to pay 
an assessment of more than $5 or $10." The chances are 
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vcr>' much in favor of the new stock selling for less than 
tlic asseasiiicnt during the period following die reorganization 
while die road is in an enfeebled condition. If, therefore, 
a stockholder has confidence in the future prosperity of the 
company he will probably find it to his advantage, if the 
Ksscssment is over $io a share, to surrender his old stock 
and buy the new stock on the open market soon after the 
reorganization has been consummated.'" The realization of 
this fact has acted as a positive influence in holding down 
nssessmcnts on stocks, even though strict economic justice 
would require a more liberal contribution from the stock- 
holders. 



Whether obtained through the assessments on the old 
lecurity holders or through the sale of new securities to the 
public, it is necessary for responsible persons to insure that 
the new railroad corporation receives the money expected. 
This is done by llie reorganization underwriting syndicate, an 
lini>orlant and necessary corollary of practically every reor- 

i Jtnization plan." Formerly, the "reorganization trustees" 
•c clothed by stockholders, creditors, and the courts, with 

r>tnplc power to superintend the reorganization and secure for 
the corporation sufficient money. But as one of the two 
ultimate purposes of every reorganization is to obtain liquid 
capital for the new corporation, no reorganization can be 
carried through, no matter how just, unless sources of new 
money or new credit are certain. Even though an assessment 

k it imposed on the old stockholders, there is no necessity that 

l<tfiey pay the amount ; in fact, it is sometimes quite uncertain 
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whether or not any large proportion of the stockholders of 
a road whose shares are selling for less than $10 a share, 
will pay an amount greater than the market value of their 
shares. Although the acceptance of a reorganization plan 
by a committee of large stockholders may give an assurance 
that a goodly proportion of the assessments will be paid, the 
attitude of the rank and file of the stockholders will remain 
unknown until the plan of reorganization is actually put into 
execution. Meanwhile, the corporation must be assured that 
in any event the new money will be available. And, further, 
the wiUingness of the members of the syndicate — usually repre- 
sented by prominent bankers — to furnish money to the new 
corporation, g;ives a sentimental support to the justice of the 
reorganization much greater than the exhortations of the reor- 
ganization committee." It is this moral support of the reor- 
ganization, often quite as vital as the financial support, that 
justifies the expense of the syndicate and the general im- 
portance assigned to it." And in the matter of financial 
support, a syndicate may guarantee the payment of the assess- 
ments by the security holders, and it may purchase outright 
an issue of new securities to be sold to public investors in 
the open investment market."* So important, indeed, are these 
underwriting syndicates that almost without a single exception, 
every railroad reorganization of even medium importance, 
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consummated since 1890, has been supported by an under- 
writing syndicate, or else some form of a syndicate which 
assumes at least some of the functions of an underwriting 
syndicate. 

A syndicate of some sort guarantees the payment of the 
assessments levied on security holders in practically every 
reorganization" and unless the terms offered the stockholders 
are very onerous, bankers can always be found to underwrite 
these assessments for a reasonable commission. The syndicate 
agreement takes the form of an obligation on the part of the 
incorporators or otliers responsible for the new railroad to 
pay the syndicate either a net commission on the entire aggre- 
gate assessment or else a round sum, in the form of a fee. 
In consideration of this commission or fee, the syndicate con- 
tracts to assume the place of any assessed security holder who 
refuses to pay his assessment. This implies that the syndicate 
will pay the assessment of the defaulting security holder, and 
take over the securities of the new corporation allotted to 
him. As a result of the foreclosure sale, the rights and interest 
of the defaulting security holder in the new corporation are 
extinguished. 

The ease with which a reorganization committee may secure 
the underwriting of its plan, and the amount of commission 
or fees demanded from the new corporation will depend on 
the amount of risk involved." But, unlike other underwriting 
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S)mdicates where the payment of money is insured, the syndi- 
cate managers can obtain a fairJy accurate idea of the extent 
of the stockholders' probable payments. If they feel tliat in 
any plan suggested to them a very large proportion of the 
old security holders will fail to meet the assessments, the 
syndicate managers will insist that more liberal terms be 
offered. If the failure is severe, the old stocks commanding 
only a nominal market value, and if considerable assessments 
have to be levied on the old security holders, it may happen 
that no bankers can be found who will consent to arrange an 
underwriting syndicate. In such cases, junior bondholders are 
forced into assuming the status of an underwriting syndicate 
in that their participation in the reorganization is made condi- 
tional upon their willingness to guarantee the stockholders' 
assessments. Under these circumstances, the junior bond- 
holders have divided among them the unpaid stock assess- 
ments and they take over, in corresponding amounts, the new 
securities to which the defaulting stockholders woiJd have 
been entitled,** 

The other important service of an underwriting syndicate 
at the time of reorganization is the direct purchase of a con- 
siderable block of securities of the new corporation. Or- 
dinarily, these securities occupy the statusof a general mortgage 
bond, senior to all the new securities issued at the time of 
reorganization, but junior to the first, prior lien, and divisional 
bonds left undisturbed by the reorganization.** In fact it may 
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even be said that tliere has been no large and comprehensive 
railroad reorganization during the last decade which has not 
involved the purchase of new securities by a syndicate of 
bankers as well as the guarantee of the payment of the stock- 
holders' assessments.*' These purchases are ordinarily made 
by the same syndicate that guarantees the payment of the 
stockholders' assessments," the two transactions being re- 
garded as part of one agreement."' By this arrangement some 
new money is obtained from independent outside investors. 

The compensation of the syndicate and its managers may 
consist of at least three different emoluments. It will be able 
to buy the new first or general mortgage bonds for less than 
the true market value, usually a discount of about 5 per cent. 
It will receive in addition a reasonable rate of interest and 
a commission on the actual money advanced during the reor- 
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ganization." It will also receive a considerable bonus in the 
form of new preferred" or common stock," or both. In 
addition, the rights of the non-assenting stockholders, which 
revert to the syndicate, may be looked upon as a fourth kind 
of compensation."' In general, the net amount of the special 
discount on the bonds and the commission on the money 
advanced may be looked upon as approximately equal to the 
direct and indirect expenses incurred by the syndicate. A 
profit can arise only through the development of a substantial 
value for the stocks received as a bonus. This can occur 
only if the reorganized company is a success. Obviously, 
therefore, the members of the underwriting syndicate must 
assume an active interest and directly co-operate in the future 
welfare of the road. This interest must, for selfish reasons 
alone, continue long after the reorganization plan has been 
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At the time of the serious failure of a great railroad 
system with an intricate finajicial structure, it is found that 
there exist at least three classes of bonds or fixed charge 
securities, one or more classes of contingent charge securities, 
and the common stock. The diree classes of bonds are of 
three different levels. The first, both in point of time and 
priority of security, includes the old underlying main line and 
divisional bond issues created during the period of construc- 
tion and still secured by first closed mortgages on most, if not 
all, of the important lines of the railway. The second level 
consists of an issue of general first mortgage bonds, and 
possibly issues of second and third mortgage bonds. These 
bonds embrace the entire railway system. They represent 
liens subsequent to the bond issues of the first level, when 
such exist, and a first lien on those parts of the system not 
covered by underlying liens. These issues were created after 
the railway system bad taken form — during the period of 
development, in contradistinction to the previous period of 
construction. The third level represents the numerous junior 
issues of general, consolidated, or refunding mortgage bonds, 
deljentures and short-term secured and unsecured notes, issued 
at subsequent times, usually at a considerable discount, or at 
a high rate of interest. Owing to the differences in lien, these 
three kinds of bonds are considered separately in effecting a 
reduction in fixed charges.' 
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The first step in the problem of reduction of the interest 
charges on the bonded debt is the determination of the posi- 
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tion of the old underlying or divisional mortgages. Invariably, 
unless the railway system has been reorganized before, and 
even then unless the previous reorganization has penetrated to 
the marrow, there will be found a host of underlying bonds, 
on branch lines and subsidiary roads, that have been allowed 
to continue in force because there seemed nothing else to do. 
These carry, ordinarily, high rates of interest; they mature 
at various dates and are secured by dissociated and often 
unrelated sections of line. 

in a few of the earlier railroad reorganizations a temporary 
reduction in the charges on these underlying bonds was 
accompHshed by requiring tlie holders either to refund or else 
surrender the coupons covering a definite period of years.* 
This effected merely a temporary relief and was based on 
the presumption that earnings would improve in a short time. 



of iht piopcrrt*. For h ii true Ihai in »ny comptex EUunciil imicturc iht piopcnr 
■ccuring one bond iuuc ii moic curntUl lo the opcrilion of the buaineu ii B 
whole than the propcny iCFuimji *a other. Obvioiuly the former inue mun be 
trraled wllb contpicuouBl; greater libcnlitT than the Ulier. Thii diiiinctlDn ia of 
■ceai importance in (djuilinc the reUliie inlcreiia □( diSeteol udbII, upanKtr 

in Ihe reorginiiationa of large railway lyRCnu. for, obviDutly, the bolder) of 
bntids ■ccured by ■ inorltage on the main trunk iitia af a railway tyBtm null he 
treaied witb Ihe ulmoil libeiality. They muit be treated in actual practice viib 
much greater liberality than the holders of bondi tecured by a mortiue on a 
branch line, the traffic on which i> important but not absolutely eiiential to the 
iillcarity of the reatnnmd property. 

The fifth Kl of condition* to he coniidered Ii legal. The futility of reliance, 

haa been conlUntly before ui' in ihu aludy o( reorganimiona. Superficially the 
legal form of a bond iHue may aeein to pregent candiiioni of great importtnee 
in detcnmniag it* nalua witb reference lo other bond iune*. In reality, the legal 
righia and privilegea with which the bond iiiue ia protected are not of great 
imporlonee compared with the other coniideralioui already outlined. The legal 
coniide ration which i>, perbapa, of tbe noil (ignilicance in determining the naiui 
of Ihe hond iuue ■• tbe queation of the general machinery adopted in pulling 
the rearganltaiion into effect. If the reorcaniiation followi a forecloaure o1 one 
of the bond istue* and a judicial lale of the aueli of the corporation, levrte 
preaiure can be brought an all ibe gunior bondholderi. If. on the other haod. 
no forecloaure tale it ordered by tbe court, the plan of reorganiullon muat be 
carried out with the ecnaent of all the bondboldera, and e>ery bond iuue nuH 
be triatcd, ihcrelote. with (teat leniency — oticn irreapeciive of Ihe equitica of the 



I were outlined 



; detail in An. Am, Ac. Pol. Soc Sci. j 



lMarch!*^9"o). 

■That In the Chenpeake tni Ohio Railroad reornniiiiion of tSrS Ihe Firvt 
Mortgage bondboldera funded the coneona of the three iDllawing ycart Into preferred 
atock and the Second Uottnge bondholder! the couponi of the next >ii yeari. A 
■inillar plan wia followed in tbe Eric reorffanjution of the aame year. When ■ 
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; IS, however, a method of reducing fixed charges never 
adopted at the present time, when the guiding principle of 
every railroad reorganization is to secure permanent strength. 

Since the reorganization of the Wabash system in tlie late 
ei^ties, historically the first of the great comprehensive rail- 
road reorganizations of Class I,' it has become the established 
practice to refund most, if not all, of the underlying and 
divisional issues into a single issue of first mortgage long-time 
bonds, bearing a low rate of interest and smaller, in principal, 
than the old underlying and divisional issues.* It substitutes 
a single, large bond issue for a heterogeneous mass of small 
issues; it simplifies the railroad's financial structure. It prob- 
ably reduces the burden of fixed charges, and it may even 
reduce the principal of the outstanding bonded debt. From 
every point of view, therefore, this substitution is now' re- 
garded in the light of an advantage to old bondliolders and 
to the railroad," 

The difficulty involved in securing the refunding of these 
issues lies in adjusting a fair equivalence between the old 
security and the new, and then in the very great practical 



I 





■ For ibc outh 


leiof 


hi» important reo 


Igan 


lation. Kt Chapter 


IV, page 


77- 
















iren red 


union in 


Ih 






1 practical only 




(T there 




two bo 


d iituea 






plilicat 


an of the linan 


ria] 






'quired. 


Thu> in 


11 






e Colorado Mid 


and 


in 1B97 


the inle 




on the 




deriving bond* waa red 


eed ffom 6 104 


pet 


cent. 










•Tblt b» no 


>l»ay 


been true, Pr 






comparat 


Tcly few 




mprchenllvi! Ttl 


Ddinc 


Mraliani, and t 




ev ver 


inrariahly 


carried 


a under 




etcion. The ed 


tor of 




Finoncu 


U Chronic 


( had th 






liu a. .B8s. c 








d Kio G 


ande plan 








™Tb 


I'thVidet should se 


abroad 


and he » 


abliibed beyond a 


T 


'M!'dr''IhaJ'"ri 


mall 1^ 












never he 


tnrbed. aid ih» 


the p 


oriS"ald*'MncIi 


y of 


'\u utn 




M/be 


nterfered 


w 


til, whatever m* 


bappe 








Chron., 48 


(Apr. 


8, lass). 






»e1l 




eireulir of 


the North 


ern Pae! 


Re Eeor- 


S 




er ef 


March 16. iStb. 






holders 






oneaae 6 per 


cent Bondl of .9^. cd 




S part 


of the if 




enebange 



, , - Prior Lien 4 per cent Bonds of 199? eoverinB 

the entire lyateiu. "It i* manifeil]]' 10 the bcnefil of the holder! of the General 

Firit Mortgage Bondi to aecute an inveniBent of longer continuance, and it ia 

burden of annual liied charges. . . . The advantage ii obvious of a niortgage 
reiiing upon a complete and eaiire lynem. including main line and all branches 
broughl into the new company, together with terminals, land Rranla and equipment, 
and having orer t'oo.ooo.ooo of bond and share capital behind It. aecuring a gold 
bond running for one hun-lred yean, at compared with a bond al atl limes liable 
to compulsory retiremenl and secured by only part of the syilem." Plan giren 
K length in 61 Chron,, 550 (1896). 



134 FAILURE AND REORGANIZATION 

difficulty of making the holders of these bonds consent to 
the exchange. No reorganization can succeed which is opposed 
by all concerned. No reorganization can succeed which is funda- 
mentally unjust. Much care must therefore be exercised in 
arranging a fair exchange for the holders of the old bonds. 

In determining the relative value of these old underlying 
and divisional bonds, reorganization managers are concerned 
with the fundamental property values behind the bonds — not 
with the legal status or legal phraseology of the bonds and 
their mortgage. The basis of exchange is economic and not 
legal. In assessing their economic value, two considerations 
are of primary importance: the essential earning capacity and 
the strategic position of the property covered by the bonds. 
In other words; What does the security of the bonds earn? 
How important to the reorganized road is the property covered 
by them? The first question can be answered only in terms 
of past experience, and it is frequendy important to segregate 
individual station freight statistics and passenger receipts 
according to the lines covered by separate mortgages in order 
to ascertain the immediate earning capacity of the lines covered 
by those liens. This is particularly important in the case of 
branch and subordinate divisional lines, because the quantity 
and relative significance of the traffic originating on each line 
can be specifically determined; but it is of no importance in 
determining the earning power of main lines, owing to the 
impossibility of allocating the receipts and costs of operation 
of difTerent types of freight on the main lines. The other 
consideration, that of strategic importance, can be determined 
roughly by an inspection of the railway map. The main lines 
have the greatest strategic importance and must be preserved 
at all hazards. Those branch lines which run into isolated 
unproductive territory have least. If the line would be of 
considerable importance to a competing railway system, the 
reorganization managers must face the ]x>ssibility that, in 
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case the bonds are disturbed, the bondholders may bid in the 
property and sell it to the competing system. In other words, 
the strategic importance of the hne to the reorganized railway 
is affected by the answer to the question. What would, or 
could, the bondholders do if they assumed control of the 
property? If the line could exist independently, the bond- 
holders must be treated liberally; if the line would be of no 
value independent of the reorganized company, then the bond- 
holders can be counted upon to accept any reasonable offer 
made to them. 

Generally speaking, there are three classes of the under- 
lying bonds, arranged according to the fundamental earning 
capacity and strategic importance of the lines by which they 
are secured. There are first the old underlying first mortgage 
bonds on the main line. These are of primary importance 
to the system; in fact, without these lines there is no railway 
system at all, merely unconnected branches. Not only does 
traffic arise on these main lines, but over them moves the 
branch line business. The second class includes the later 
mortgages on the main line divisions and the liens on important 
branch lines possessing an assured independent earning capac- 
ity and considerable, though not essential, importance to the 
system as a whole. The third class includes the first and 
subsequent mortgage bonds on unimportant branch lines. Such 
lines will have failed to earn their fixed charges, and are, from 
any point of view, of little value to the system as a whole. 

In arranging a proper basis of exchange between the old 
underlying bonds and the new securities to be given in order 
to refund them, great care must be exercised that these dif- 
ferences are recognized. In each case the offer of exchange 
must be sufficiently hberal to guard against the need for large 
amounts of money to settle with the non-assenting bond- 
holders.' yet not so hberal as to defeat the essential end of 

' In order lo bring Ifac properly coveted by andcrlying bondi comptettlr 
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the reorganization by overburdening the new company witt 
fixed charges, Each class and each issue must be evatuatedfl 
by itself. 

In rare cases, especially if there exist one or two small,! 
main line issues, these underlying bonds are paid off in money.' 1 
If one or two of these small issues bear low interest rates, or 1 
mature shortly, tliey are allowed to remain unaffected by the 
reorganization — "undisturbed," as tlie phrase is. This may 
make the reorganization easier or cheaper to accomplish' but ■ 
it makes the financial structure of the reorganized road men 
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complex. Ordinarily, however, even when the issue is of the 
highest grade of main underlying bonds, the reorganization 
managers will refund them into a new first general mortgage 
by offering their holders special inducements.'" If the new 
general first mortgage bond issue carries a lower rate of 
interest than these old underlying issues, as is very probably 
the case, the bondholder must be offered an increase in prin- 
cipal to equalize or compensate the lower interest rate." 
Quite often he is offered in addition a bonus of new preferred 
stock so that, should the reorganized railroad prove successful, 
he will receive an actual increase in income." 
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Underlying bonds of the second class, later Hens on the 
main lines and first Hens on the important branch lines, can 
be treated much less tenderly than bonds of the first class. 
The holders of this second class can be forced to undergo 
some sacrifice, because they will recognize that even if they 
can make (heir properties pay, by operating tliem independ- 
ently, it will involve large expense and much trouble. Con- 
sequently, they will refund their bonds if the offers of the 
reorganization committee are at all reasonable. It is possible, 
therefore, to count on a slight reduction in fixed charges from 
this class of liondholders." 
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The third class of underlying bondholders, can be treated 
very arbitrarily. Their properties have little value. Under 
no stretch of the imagination could they be made profitable 
if operated independently. In extreme cases they will not 
even be admitted into the reorganization. At most they will 
be given only a small percentage of new fixed charge bonds; 
and ordinarily they will be offered contingent charge securities 
such as income bonds, preferred stock, and common stock. 
Under any circumstances the refunding of this class of bonds 
will effect a conspicuous saving in the new fixed charges." 

These principles can be understood from the detailed study 
of the refunding operation in one of the recent'" comprehensive 
reorganizations, that of the Pcre Marquette Railroad in the 
autumn of 1916." In this reorganization all" of the under- 
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The plan of reorganiiation i* easily acceaaible in Gemenbcrg, C W., MateciaU of 
CorporiiioQ Finance, ^6 Uv'ii- 

Throughout (fail diicnuion ihe Perc Marquette reorganiiation of tgiA is tiud 
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lying and divisional bonds were refunded into a single issue 
of general first mortgage bonds — part of which bore 5 per 
cent interest and part 4 per cent. There were in all eleven 
separate issues of underlying and divisional bonds, aggregating 
$26,314,000" and carrying fixed charges to the amount of 
$1,275,160, or an average of 4.8 per cent. These eleven 
issues occupied very different strategic positions, both with 
respect to the status of their lien and the geographical position 
of the section of tlie railway securing them. The earning ca- 
pacity of the branch lines varied also. With these differences, it 
is possible to classify these eleven issues into the three classes de- 
scribed in an earlier paragraph." (Tables pages 141 and 142.) 
As a result of the process of refunding, the principal of 
these underlying and divisional issues was reduced by almost 
$5,000,000 and the fixed interest charge from $1,275,160 to 
$982,140 — a reduction in charges of over 22 per cent. 



Leaving now the whole class of underlying honds, in the 
refunding of which no great saving in fixed charges can be 
anticipated, we come to the second level of bonds, that repre- 
icntcd by the first mortgage liens covering the entire system. 
The problem of dealing with these bonds presents no such 
complexity as that attending the refunding of the underlying 
iinil divisional liens. If. as is quite often tlie case, the interest 
churned on these bonds were fully earned before and during 
the receivership, they must be treated with a full consciousness 
iif ihc strength of their position. As the mortgage covers 
the etilirc road, these bondholders would have the power to 
fuici'Iiisc their Ucn on the whole system and put through a 
iriir>;iinli:ution of their own which would exclude both the 
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junior bondholders and all the stockholders, They cannot, 
therefore, be asked to endure much of any sacrifice, although 
they can be counted on to co-operate in the simplification of 
the financial structure o£ the new road by refunding their 
bonds. Generally, however, the interest on these general first 
mortgage bonds was only partially earned before and during 
the receivership. In this case the bonds are refunded into 
a fixed charge bond and a contingent charge income bond or 
stock, the proportion depending on the relative strength of 
the old bonds." In the extreme cases in which the interest 
on these general first mortgage bonds was not earned during 
the receivership, they are invariably refunded into a contingent 
charge security. Usually this is a preferred stock, ranking 
after the security given for the stockholders" assessments." 
The commonest method of dealing with these first general 
mortgage bonds is to refund them into a mixture of fixed and 
contingent charge securities, as described in the preceding 
paragraph,'* because there is usually grave doubt whether or 



I 



I 



■ Thi» ii well illunraled br ihe comprehensive leorEanintion of ihe St. Louu 
San FtanciKo ja 1916. FsUowiog the undetlying and diviuonaf rieni there were 
500.000 Firii Ccneril Maniue Bondi betiiof 4 per cent iniereal. Tfaeie were 
inded into 7S per unt Prior Lien *'t — the iouc thtl became Ihe Firil Mottgiae 
tbe entire ■ynem and the nmc iuue thai wai girea for aueumentl and lued 
clund the underlying liefla — and 1; per eeni of a Pint fncoine 6 per cent Bond, 
iuue ncit (oltDwin^ the prior lien mortgate, Altbooih the inteceit on tbCH 
ime bond! was continjenl on eirnints. the current earninRi of the road gave 

bond! would ceceiie I fU(blly (reater inTenoienl relurn, tii per cent initead 
f pet cent; but iH pet cent wai contlsgent. 

" Tbia wai euctiT Ihe plan pllrlued in the other rcceni comprebenuT* reor- 

It of the Pen Marquette. Tbe reorganiiation could very well b« dranic 

---■■— tely large depreciation chaigei on tolting eqoipnient Ihe receiver 

iperaling ratio of 106 per cent in igtal (For fuilber diKUUion 

aie, wilb figure), kc Volume III. Chapter II. note 11. Never- 

irous cbargji to depreciation and repairi bad been made. 

Id have been about go per cent, and Ihe 10 per cent 

iraei would ha«e been fully abiorbcd by rentals and the 

lihctiei and undertying and divitional liens. Conieqaentl* 

' " Band) (ta.jSi.ooo Coniolidaled 4'> of 19S1) 

>n inierett at par in new (eFond 



fecauaeV by'lnoi 

had worked out ... u,^.. 

available fo" inlcreit "cl! 



their principal and ut 
lecunty ntnkmg dire. 

t invariably the met 
rganintioni following 
be procedore, in a rather compile 
1 ptan_of Ihe Pal-imore and Ohi 



'Thli wai glmDn invariably the method of treilini thia level of bonda 
imnrehenmive reorganization i fallowing Ihe panic of iS«]. The actual worli 
:edtire. in a rather compliciied case, ia shown by the final r< 
pniiatien plan of Ihe Pal-imore and Ohio. Delaili in £6 Chron., i,=]S. 
Ttaltiraore and Ohio reorguniiaiion plan is almoat complelelr reprinted by Cer* 
berg. C, W.. Material) of Corporation Finance. g66 (igij). An enligbtcDing lumm 
i* given in Daggett, S.. Railroad Reorganiiation, 14-37 (igoS). 
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not, had adequate depreciation and maintenance charges been 
made, the interest on this level of bond would have been right- 
fully earned. When this method of refunding is used, fair- 
ness demands that the volume of contingent charge securities 
given to offset the reduction in fixed interest shall be such 
that if the earnings of the reorganized road prove to be so 
large as to have warranted the payment of the old rate, then 
the pa)mients in these contingent charge securities will more 
than make up the balance. That is, if an old 5 per cent first 
mortgage bond issue is refunded into 4 per cent bonds, par 
for par (or into bonds bearing the same rate but with reduced 
principal), then in addition the old bondholders should be 
given enough preferred stock or income bonds to amount, 
when the contingent charge is paid, to more than the reduction 
in fixed income return — in this case i per cent. Therefore, 
in addition to the new 4 per cent bonds, the old bondholders 
should be given enough preferred stock, so that the income 
on it, if paid, will amount to at least 2 per cent. This acknowl- 
edges that the first mortgage bondholder, by accepting part 
pa3mient in a contingent charge security, becomes at least 
partially a partner in the fortunes of the enterprise. As he 
accepts a share of the burden of low earnings, he should be 
given a chance to profit through increased earnings.'* 



"This was tllnttrated in the refunding of the General First Mortgage Bonds 
in the St. Louis and San Francisco reorgantsation. See note ao. 

Perhaps the best illustration of this principle on a large scale is afforded 
by the second Atchison reorganization. The first reorganization of 1888 and the 
second reorganization of 189c were actually the successive parts of a single 
comprehensive reorganization, the first part refunding the underlying and divisional 
issues and the second part accomplishing a permanent reduction in fixed charges 
and the collection of new monev from the junior security holders. At the time 
of this second reorganization, the net earnings, as corrected by Stephen Little, 
were less than |6,ooo,ooo. The rentals, underlying bond charges and interest on 
the First General 4 per cent Mortgage Bonds slightly exceeded this. Consequently 
the fixed charge on these First General Mortgage Bonds had to be reduced. This 
was done by giving the bondholder 75 per cent in new First General 4 per cent 
Mortgage Bonds and 40 per cent in 4 per cent Income Bonds. The holder of 
a 1 1. 000 bond had his fixed income reduced from $40 to $30, but he was given an 
opportunity to receive $16 more if the earnings exceeded the interest on his own 
First General Mortsage Bonds. The exchange made the old fixed charge bondholder 
a partner in the fortunes of the reorsanized Atchison system to the extent tbat 
he might be called upon to endure a loss of 25 per cent in his income in tin^e 
of lessened earnings, while he stood in the position to gain 15 per cent in his 
income during periods of large earnings. 
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'liding bonds bearing fixed charges into contingent 
■ rities, the question invariably arises as to whether 
___ _-l.ijck or income bonds should be used. The latter 
very common during the reorganizations prior to 1893, 
c it was believed, probably rightly, that security holders 
I llie more readily consent to give up bonds with a fixed 
[on income, if they could receive new securities bearing 
tne of bond, even though the interest would be paid only 
Tied. It is a matter of name. A contingent charge 
t is not as attractive to the wavering investor if called 
•\i, as it would be if called a bond." As the majority 
I old income bond indentures provided that the interest 
1 be paid out of net earnings only "if earned," the ques- 
I arose periodically whether or not the accounting system 
'nployed by the management of the road gave a correct inter- 
firetation of net earnings. If, again, as was usually the case, 
J management controlled the common stock and was dif- 
1 personnel from the income bondholders, then it was 
distinctly of advantage for the management to represent the 
^earnings to be low, by unusually liberal maintenance charges. 
By this means money otherwise payable to the income bond- 
holders and forever lost to the railroad, could be used to 
build up the property to such a point that the income would 
justify payments on the common stock quite as well as on 
the income bonds.'" Invariably a controversy would arise." 
As a result of the unfortunate experiences with income bonds, 
and the possibilities of trouble they involved, it gradually 



"Tlte 
wh<cb 



■•Thii wii discuaiFil it some kntih. Volume I, Cb*pter IV, pifci tt 
Sec Daggtll'a obiervalioiu, note ij. 

■Uesd put (he whole nutter with idminbte cletrneii when he t^A: 
Kcarilr of the income bondholder ii the wiZUncneii of a board of director! 
he hAi bad no ibare in the ch(>oaing, to pa; over to bim eamft of motley 

whfeb ii'neJe^coDipleml." MmJTe. S.° '■Tbe'Reo°^ni'«iion of Ka^frMdi,^' -. -- 
Am. Ac Pol. Soc. Sd., ajj (1901). 

"One of the moil inlereitine controveniei of this kind »rose in connectior 
>'ilh the income bonds of the Cenltal of Ueoreia Railroad. Thit road bad iti 
orifin in a reorpiniution of the old. long-ettabliihed Ccntial of Georgia Kailwaj 
In iBgs. Ai a result of the reorgaointion, [he company wai burdened by tbrei 
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^>«cainc the zcccpied practice 



lions following the panic of 1893, ^ ^^^ preferred slocks 




//r 

"r^rf LUn ,,,,»,,,,,,, ^-, 

</<fMrsl Mi»rtsajK« 7 

M'iiM<^li4fti«4 Miunfi«e i 



fl/>ur«fl( %tf be foid il canMd) 

»«<«m4 Fre/«rcncc« $% Koa<:aMaatxve 7. 

ilnUfm Uf U pMd il canMd, after tke ' 





Third I'rctortfiM, f% KoBX:«Bitlathpe. 

T#/Ul C»f}tiiHKOt Ottfce Scc Tki f $tj 

T<4*| fUturUkM 

i^fAm tliU it will be obfcnrcd tkat $^000/100 
r*ff* lry*m«/li*t«hr UA\tfw'm§ ih€ reorcamzation, onlj a nommal valae ol a 
jMfMaf* a tliarc utut third incooi« bonds were quoted at 7 per ccm £(«e ^can altcr 
■{*' 9***fmimriUym) umtrolled orer $40^000,000 of ■ cc ar i ti ca. Obvioodj, it was far 
■IMi adi'SMaifA '/i tl»« eoinmon stocklioiders to boild op tke pkyakal c miditi oM of 
*M 9**it4 Uf iUflwung earnings to betterments. This could be ■rrriipiiifci. J hj 
*J<fr«|4itM/Ms|y charging such bettemenu to the ordtnarr m a inirn a a ce ***'—*it 
As a *«sm1i lHt|e '/r n^; margin would appear to remain, after the pa ja s cui of fixed 
Mara**, Ut Mppif to th« contingent charges on the three income hood tssaesL And 
M llfAM *U»tu** were nut cumulative, the management could nadnaUy build up 
IMS ttfttA ithiu mofntf that ought to have been paid to the income bondbolders. 

Ihn u cjis/fly whst wss done. The earnings of a subndiary steamship company 
W*tm iiMtUtHM^ to csMial secount, the maintenance charges were increased to aa 
iKMMiini w«ll sl/</v« tmf ol other southern roads and ur above the average for 
Ins MfMNMr s* /» wh</U. Ihjring 1907, by such a ssrstem of adroit accounting, the 
N«an«g«fi««iif lti^4 l/««n sble to pay s pcr cent on the first income bonds, 3.7J9 per 
''«l*l **u ih« s«tu;fid« and to show I3S.9S *• • remainder out of over $12,000,000 

£»!•• ssMiMigs. i mirl prr#c«cding8 were brought against the management to force 
a aiM»|iMloi» $t1 sutfct earnings, and the payment of the full interest <m all the 
^*4Hni huhii issMss, 'I he following was the court's finding: 

Msf sfiMilMgs, sff«r fiurd rharges admitted by the railroad $461,030 

nmUJHUnj M«l ssMiirigs, added by the court: 

H'SMiiiigs nf ih« siibtidiary suamship line that should have been 

^ imid hi fU fSllfosd 544.399 

F •«•«•««)««. MMirvs fur unsdiusted claims on lumber freight too,ooo 

F/»<*Mlvs >NsiHUnsfic« aao,iio 

M|»io» N<|iMftfm«»is, rrHU Si.aaa 

m\m9 «d JMsiMi«MUi debit mjtM 

T«#l«l fisl ss/nings avsllabts for income bond interest $k*3'3*934 

pJMIi •«MifMi. snd third Income bond inurest 750,000 

nmum »valMiW« to common stock 573.934 

fc«|MlvsUiit to ".4% 

t .ThU dsi.|slMii wt* rsndsrsd In 1910 and referred to the year 1907. Meanwhile. 
** "HHa, muu. ilis IttiMols (sntrsl Railroad had acquired the common stock and 




«MNsy. Uv fM**MMt of which sll three issues of income bonds were retired 
f AMh IhhIi Ih rsiuin 6 pvr crnt Cumulative Preferred Stock of the Central 
'Nftflil il iisfi FMitner dstalls, up to the time of the court decision, see 
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instead of income bonds for the contingent charge security.** 
Unfortunately" this wise procedure has not been followed alto- 



Dcwing. A. S.. "The Poiition of Income Bondi. M II1a*tril«d br Iboie of llw 
Cenir.1 of trtorgu Kulway," ij 1). J. E. jo6 (Feb., igit). 



Noven 



iB, igi4- 

o Voliune I, Chapter IV, 



impany operated. 



e s6. 



ouble Ib>t 

held back flora Ihe incDoie bondboldeci. r 
have (tiiven, by ingenioui provJ>io>i>, 10 tv 
In Ihe reEcnt reoriinuUion of the Atlinli, 
Income bond i»ue wu ercated to fund the 

■nnuallr ■ ' 



iture Mnlro'™i'ie«.'"'por"'e«mJle. 
ingham anil Atlantic Railroad, on 



« there ihali be n 



d by the Board of l>ire 



The Board of Dit« 



re»er« in an* liical jear from lucb "net income' an amount not in eicei 
» per cent of the net income of Ihe railwaf company, or in any event in e 

unpaid, iball not exceed, exclulive of interest, tjoo.ooe in the agEregale. 



I 



while there ihall he any imoonla carried in the income bond relerye fund, there 
ehall he any net income of the railvsy company in exceu of <0 the amoDot 

"T'la adrtifilnal amount"'eqii>V to''i" pe't 'wnt^of the 'ne" income "f thV^VailwIv 

™S^t''ihen' in'*the''in?™'e bond'reie^'e firnd)'Thttll"'he 't^id'oyew bV'^' 'railway 
company to the trnaiee. for diiitibuiiDn to the holderi of^ income bondi, upon the 

■hall be reduced by the 'amount thereof. Any and all amo'unti in auch moime 
bond reiervc fund, with in-rrell. at Ihe date of maturity of the income bondi, 
■hall be paid over to the trultee for the bcnelit of the holder! of >uch bonda. No 
dividend! shall be declared on any nock of the railway company of any clau, 
unleu. at the time of luch drclinlJDni. all amonnti in the income bond re>er«e fund 
■ball be «et aiide for dittribulion to the income hondl, and nn auch dividead* 
■hall be paid unleu Ihe ■mount ao aet oiide >h*ll have been paid to the trtinee. 
for payment to the bolderi of (he income bonda upon the next tucceeding iniereit 
date. Failure ,Io make any such payment! ihaH cpnititule default under the 

of »ucfi income londa may become" or be dec'i»red'"due/^ Printed feller' o^"^ e!' T, 



Lamb, dated Dec 

n Only one of the great reorganii, 
the Alchiion. Topeka and Sania Fe— and 
Uifgett made a alatislical iludy in ifiuJ. 






preferred stock was u»e_ ... 

iigett made a alatislical atudy in itjuJ- covering a aeleeted group of reorganisations, 
rludine some oceurrinc before iBnj and tome in the years ifimedlately following, 
ne stated: "It will he noted thai income bonds were more used before iSo.i flhan 
after 1891) owini probably to Ihe fact tha* the name of bond was coniiderrd to 
ItKreaae ihe (■lability on the market. The nse of income bonds baa declined as a 
more accurate knowledge of their lEmitaiiona baa become widespread." Dafgett, S., 
Railroad ReorganiutiDD, jM (igoS). 

ide Ihe fnllowing obaerralion In another connection, 



and the largely 
■■nisations hai ■ 




eugtbcned bis original judgneat. "They [the income bonda] haye 
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gcthcr of late,** and one notes witii r^rct an incrcasn^ 
tendency to ease the friction at the time of l e of g aniT a fion 
by a liberal use of income bonds. That it accomplishes the 
result is undoubtedly true, but that it sows seeds of trooble 
for the future is also undoubtedly true."* 

Another tendency, too, that has crept into reorgamzatioo 
practice of recent years, is the use of cumulatiTe instead of 
non-cumulative preferred stocks, where preferred stock is used 
as the contingent charge security.*^ Here, again, the cumula- 
tive feature of the contract is added in order to make the 
contingent charge security more attractive to the old bond- 
holder who iH asked to reftmd his fixed interest-paying bonds 
into a preferred stock. Although by no means as objection- 
able US the income l)ond, the cumulative feature may impose 
an unwholesome burden on the new corporation during the 
period of it.n rehabilitation, if tlie management feels under 
oblilfHtion to meet the preferred dividends out of scanty 

Eiriiv*f1 litifUilfiitiU from thr point of view of the invettor became he is not a 
rUP («lii<tl(ti| III Ihn nrdltiMry urime that a bondholder is, yet at the tame tunc 
IP hat )t(i vMdiiM (Miwri iiKh a* that exerciaed by the stockholder. His interests 
!ilS III i-mmHiihhI iMiillld Willi thouc of the other aecurity holders. The income bonds 
\tL\* fli**« |<iMvfiil uMilfi«lralili* from the point of view of the road and for the 
itlliiWlHM t»ii»i'iiii (I) HiK rontlnual diapute between the management and the 
MHIIII9 lt(iii«ilitilil«i|» illiliitlia any boiaihlc harmony of interests and manajrement. 
1 1*1 Till* •ltii|iiiiit |ti)iiii>i ilio M<'"cr*l credit of the road. If the income boncUiolders 
Mvii lM*'lt way, II liMontna tlilfirult to build up the road by liberal maintenance 

(i|i|«j«<l<»lii|lliMi«, ami Ni fill ai rapiial exprnditurei are concerned the road finds 
I illlflt'Mll Id ii»>(ft(«NiU llifi liu'omr liondholderf to allow the directors to issue new 
MHllMHi' HI iU{tf*iti«ti9 ImiiuU which •hall have a prior claim on the earnings^ 
WPIM«ir any l»*HlliiHNl» fiNpanalt>n an<l Improvement of the road is hampered. (3) 
AHil [aptiVt ih** |iiM«>tiift of liicomr hondii it now accepted as a confession of 
^HiUHal WaakiifM at ■oiiia lima in the immediate past." 25 Q. J. E., 405. 

* Am iMlaiamliiii aiitt on tlif whole vlcioui "compromise** practice has crept 
IhIh MA* •«( Ui». 1) I* lliNl ••' mnlilnii a bond ittue a contingent charge up to a 
mImIM •lain NMil N h«i'tl (liitiar (tifiiafirr. One of the most ttriking casea of this 
lilUfla* ]• thai iif iIm- ImimiU Io I>p nurd in the reorganization plan of the Northern 
]f¥\\W HalUav nf 1 NlllHitila 1 hf plan wan filed May, 1918. 
IH A i«"iuU hdt'Mit K It***'! •liKii'f. hrRinning July, 1917. 
IM M ItMMilt htUMiii lit It* paid "If earned" up to July, 1919, thereafter interest 

%i|U I HMMiU luiii|».»t |M I19 paid "ir earned" up to July, 1922, thereafter interest 

■jiJ' *^"***'* h*!*****! ••• '•" I'"*'' '**' earned" up to Julv, 1927. thereafter fixed. 
^^A" Ml»M<j»> 1(1 mMiI* ••» rMoii In made to protect the income bonds against 
lllrn..f^tl**\l*' "Mi^uHlo* I* «n»ii.lr«l by the •'odjusiment bonds" of the Seaboard 
Wt f«»^* HaHwa* u».i. imi*^ 1/). 

■'"'• •»»♦ »»-i^i.|», I MOM of Im'uiMi* bon«li wfli a'vo noted with regret by Daggett 
irunj |.., i|, I HHltl« liiifwrM, S., •Ucctut Kaiiroad Failures and Rcor- 
;;*»•= «* U I I . iiU »May. i«iH). 

HlftftI Nl laMM^^i VmImims I. Chaptar VI, page 1J4. 
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earnings." For tliis reason the dividends are often made 
cumulative only after a period of two or three years." 

The third class of security to be considered in a compre- 
hensive reorganization is tlie heterogeneous mass of junior 
securities subsequent in position to the general first mortgage 
bonds. They may include the consolidated and refunding 
mortg^age bonds, the debentures, and the short-term notes. It 
is at this point that the greatest saving in fixed charges is 
invariably made, for the reorganization plan always provides 
that these bonds shall be changed, in large part at least, into 
income bonds or preferred stock. The accomplishment of this, 
however, in actual practice involves delicate problems of ad- 
justment. On the one hand, the volume of these contingent 
charge securities oflfered in exchange for the junior Hens, 
debentures, and notes, must be sufficiently liberal to induce 
the holders to accept the exchange, else they will obstruct 
the course of the reorganization or force the committees to 
purchase their interest, however small it may appear to be; 
on the other hand, the volume offered must not be so large 
as to absorb any equity remaining to the stockholders, else 
the latter will not accept the reorganization plan and the 
requisite new money will not be forthcoming. Between this 
Scylla and Charybdis, the reorganization committee must steer 
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"The nine view ii taken by Da^etl in hii lunnnarr of recent railrud reor- 
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bond. No Irtt than nine aampl<^> of llieie two chsia of KCuritic* are out- 
•landing. Indeed. Ihey account for * coniiderihle pan of Ibe i*vinc of fixed 

ia often better than the piling up of a hUKC load oV unpaid dividendi befo>e a 
wonhLeu and >pcculative common aiock." Daggeii, S.. "Receni Railroad Failurei 
and Heorganiiationi," 31 Q. J. E„ 483 (May, 1918). 

"The new 5 per cent Preferred Stock of Ihe MiiiouH Pacific Failroad became 
eumu1ali»e about a year after Ihe reorganieaiion. Thil io uuunuar. On Ihe other 
hand, in the IIu<1ion and Manhattan tunnelt reorganizalion. there »a> liiued, a 

for'sevT""yeaM {(^' ^1^3 irt^/o and ' umuSI'v™'Siereafler ' unl"14y°men™ki" *9s" 
UrdinarLlv. however, lie dividend* or the intereat remain n on .cumulative for ■ 
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its course. And the matter is to be decided solely on i 
basis of the exigencies of the situation. If the failure is very 
scrious. as in the case of tlie Pere Marquette, not only are no 
fixed charge bonds given for this level of junior bonds, but 
the holders are required to pay an assessment and take, alto- 
gether, only preferred and common stocks in the new com- 
pany; " whereas if tlie failure is not so serious, tliese bond- 
holders may even be given a small proportion of their Hen 
in new fixed charge securities. This was the plan followed 
in the other recent comprehensive reorganization, that of the 
St. Louis and San Francisco." Ordinarily, however, judging 
from the comprehensive reorganizations of the later nineties, 
the holders of these junior securities have been neither 
assessed, nor given new fixed charge bonds. They ha\'e been 
asked to accept, par for par. a preferred stock or an income 
bond. In this way, the refunding process involves no change 
whatever in tlie gross capitalization of the road, but does 
involve the total extinction of the fixed charges previously 
carried by them. In fact, it is true to say that the major 
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■ Tfarre wBi onl)' one bond itaue on itiU level lo be dull with in ili« Iwi 
teorganiiaiion of the Si. Louii and S»n FranciKo— tht tjo.ooo.ooo "General Lien" 
s'< o( 1917. ThcK bondi were liven jj P*r eeni in new Kior Lien 4"» Uh« 
premier lecariljr of the rcorpniicd road), is per cent in Firft Income «'■ tad 
SO per cent in Second Income 6'i. iMihougb extremely doubtful, ailll thete iras 
a poaiibilitjr tbal. even with proper fnainienance, lomeibina had been earned pn 
(heie boddt. An illawince of is per cent in principal and 3a pet ceol ta AieJ 
incame telnrn wat an acknowledgment of Ibii poiiibilitr. 

The exleniiTt uae of lecome bondi — with the iniercn charge* cumiilativr — wu 
a verr aerioua defect in Ihe Sl. Louis and San Frandico reornnimian plan. 
Trouble ii bonnd ID ariae later, if the intereat i> doi paid on the two in«aaie 

»{ nermanent value. Il relieved a lempsrarii eridg; it did not remedjF th« numtrou* 
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ttandint; il ahowed none of the pendnting intuition and daring 
that Riatkcd olber lectot Aiuctiaia railioad reoijiiniuuon pUni. 
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reduction in fixed charges at the time of a comprehensive 
reorganization of a railway occurs on these levels of junior 
bonds. 

From this analysis, it is possible to summarize the practical 
expedients in current use for reducing the fixed charges at 
the time of a thorough and comprehensive railroad reorganiza- 
tion. The old underlying and divisional bonds are refunded 
into one blanket issue, bearing a lower rate of interest. The 
ratio of exchange is determined in each case according to 
the earning power and strategic position of the property 
covered by the Uen. On this level there is little reduction 
in fixed charges. The general first mortgage bonds are 
refunded into new general mortgage bonds, with ordinarily 
some slight saving in charges— the relative amount depending 
on the margin, if any, of net earnings available to the old 
general first mortgage bonds. All the bonds junior to these 
first mortgage bonds are refunded into a contingent charge 
security, involving the total extinction of fixed charges. It 
has seemed worth while to describe, in considerable detail, the 
treatment of different classes of securities in typical reor- 
ganizations of Class I, because the practices followed in other 
reorganizations are only modifications of these. 



The methods of reducing the fixed charges in reorganiza- 
tions of the second class — superficial reorganizations follow- 
ing temporary embarrassment or less serious failures — are 
far less drastic than those just described. As the failures of 
this class are less serious, so the sacrifices demanded of the 
security holders are less serious. The reorganizations are less 
penetrating; they affect only the superficial layers of the finan- 
cial structures. 

In a reorganization of this class the underlying and first 
mortgage bonds are in no way affected. The railroad, both 
in the period before the crisis and during the receivership. 
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are not sufficiently serious to warrant even a forced or involun- 
tary reorganization. A kind of "capital adjustment" is con- 
sidered sufficient, the object o£ which is merely to reduce or 
extinguish some particularly burdensome fixed charges. Often, 
in such cases, the owners of the upper level of fixed charge 
bonds consent to exchange them for an income bond or pre- 
ferred stock. That is all there is to the "adjustment"; a 
fixed charge on a portion of the funded debt becomes con- 
tingent and the immediate occasion of bankruptcy is thereby 
averted." 

The method for the reorganization of railroads of Class 
III, the small local roads, is based almost invariably on some 
sacrifice from the holders of the first hen security. The 
financial structure of these small roads is usually very simple 
— first mortgage bonds and common stock. As tlie failure 
is not admitted until after the last shadow of value has dis- 
appeared from the stocks the full brunt of the reorganization 
must fall on the shoulders of the owners of the first mortgage 
bonds. To all intents and purposes the first mortgage bond- 
holders take nominal and actual possession of what property 
remains. In a great many sudi cases the old common stock 
is not given an opportunity to enter the reorganization, even 
through the payment of a considerable assessment." 

In a few special cases of reorganizations of Class III 

r'Ul adjustmenl" and "reoraaniiatioii" 

ncd iboTc. Being b voltinl»ry adjuit- 
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these observations do not hold true. These are the failures 
which can be attributed to specific and easily remedied causes 
— such as unnecessarily burdensome traffic contracts or un- 
profitable leases — which can be changed by the receiver as 
soon as he comes into control of the property. In such cases 
the earnings during the receivership and anticipated earnings 
after the receivership are so much larger than the earnings 
during the past that the old stockholders (particularly the 
preferred shareholders) can claim, with a show of justice, 
that some equity remains to them.** 

Such cases are. however, rare. By far the vast majority 
of the reorganizations of these little railroads turn upon radical 
sacrifices by the bondholders. As the failure is not admitted 
until conditions are very serious, the receiver is forced to 
issue receivers' certificates immediately. By the time the reor- 
ganization occurs, it happens not infrequently that about all 
the value of the railroad, as evidenced by its earning capacity, 
is limited to these issues of receivers' certificates. Conse- 
quently, when the road is actually reorganized, the burden 
falls back on the shoulders of the holders of the first mortgage 
bonds, provided they wish to retain any equity above the 
receivers' certificates. In extreme cases, even, the holders 
of receivers' certificates may be called upon to make a consider- 
able sacrifice in order to permit the railroad to continue in 
operation. As a whole the crux of the reorganization is not 
so much a question of the reduction of fixed charges — such 
a reduction is admitted without argument even to the extent 
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of refunding the first mortgage bonds into stock — but is rather 
a question of the amount of assessments that can be success- 
fully levied on securities possessing at most only a nominal 
value. This was treated more at length in the preceding 
chapter. 

Aside from the reduction in the interest on the bonded 
debt, a considerable saving in fixed charges can be brought 
about in all types of reorganization through the cancellation 
of burdensome leases and operating contracts. Unremunera- 
tive leases have been, throughout all railroad history, a con- 
siderable factor in the explanation of financial misfortunes. 
Of the 25 leased lines belonging to the old Wabash system 
at the time of its failure in 1884, only three were meeting 
their expenses. For a period of six months following the 
receivership the deficit on the 22 amounted to over $1,000,000, 
while the profit on the other three — including the very valu- 
able Chicago division — amounted to only $100,000." Other 
instances of a similar nature can be found in the history 
of early reorganizations.*' And even within recent years the 
specific cause of many railroad failures has been the weight 
of burdensome leases. The receivership of the St. Louis and 
San Francisco Railroad in 1913 was largely due to the over- 
powering burden of the Chicago and Eastern Illinois lease. 
Similarly the receivership of the Toledo, St. Louis and Western 
Railroad in the following year came, in no small measure, 
from the guarantees involved in the acquisition of a controlling 
interest in the Chicago and Alton. 

■40 CtiroD., iij (Apt[l 4, iSSj). 

" The firit fioiibtf case of Amrrina railroad receivership «a< tbat of Iha 
Vermont Centrat in iSjs. brought aboui by the faci thai the road had leaKd 
another. Ibe Vermont and Canada, in iSjo at a conipicuoiut/ high rental. The 

out the righli of leiiot and leuee. For further lotarmation, lee Report of Joinl 
Special Committee lo Invetligate Vermont Central Managemenl. publinhed at St. 
Albani, Vl., 1S7J. Brief tummary of the legal difficuttiei, Thompion. "Coun 
Minaiement of Riilroadi," ij Am. Law Rev., ««i (iBgj), where reference! are 
_!..__ ._ (^^ Vermimt court recordi coveting the cate. Al» aj Am. Rd. Jour., 665. 
I faraou* ea*e (roni mmj point* of view — legal, hlitoric-' '' — ' 
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At the time of receivership the court or its receiver may 
determine which of the various leases, almost invariably a 
part of the growth of a great system, are to be retained.** 
This need not be done immediately-" But having determined 
to retain an old lease or contract and receive benefit from it, 
the receiver cannot subsequently refuse to meet the charges.** 
In the earlier practice it was considered at least unwise, possibly 
transcending the power of the court, for the receiver to enter 
upon new leases in such a manner as to burden the property 
under his charge with new obligations. Latterly, however, 
owing to a more liberal interpretation of the powers or rather 
the obligations of efficient management that the receiver 
assumes, it is generally recognized that he may execute new 
and permanent leases if it seems to the interest of the railroad 
and the public." In all the more recent railroad receiverships, 
especially since that of the Baltimore and Ohio in the middle 



r « It •cemi to be a wFll^eitthliilicd prindpit of Uw ihat Iht receiTCr dut u>c 

I »i1y "d«ili'rn,"w°lir J.. ««I*d tlie*pSiriion'"bfi'fly. *Tht rtclf™." "may "ulW 
the conlncu of Ihr corporalion k far ii bcnebcitl. Thn will not pay in dcbli. 
nor fulRI. contract! whicb are burdcniDinc or lend to diminiih the taluc of the 

the propeny or »re neceiury to il« prDper prCKrvBtion and leeurity." ElUt v. 
B. H. « K. R. Co.. 107 Ma.1. i, iS (1871J. 

Tbis Tiew ia *upiioned by Cbief Juitice Fuller, in the leading W.baih «.e 
<I4S V. S. 90i. «>><> quoted «ilh approval a rule laid down by the Supreme Court 
Ihortly before. '"Upon ulijn( poiaeiiion of the property, he [the teccinri waa 
entitled to a reuonable time to elect wbelher he would adopt this cooliact and 

to p*y, and return (he property in good order and condilian paying, of conrte. 
the (tipulited rental [or it u long a* he Ufed iL" S. 0., etc. v. Wilion, 141 
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tbe Icaaed prcrpcny. 101 U. S. 3jS, 187 <i8Si)i 19B Fed. yi'i 73B (igu). 
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nineties, the receivers have canceled old leases and entered 
upon new ones with almost the same freedom as an ordinary 
railroad management elected by stockholders. And in the 
final plan of reorganization these acts of the receiver have to 
be fully considered. Quite often the new railroad manage- ' 
ment, in its turn, seeks to reassume the old leases repudiated 
by the receiver and repudiate those made by the receiver. 
For these reasons the statistics covering the saving in fixed 
charges through cancellation of leases are not as conclusive as 
might be presumed. 

Nevertheless, tlie cancellation of unproductive leases is an 
important gain in almost every reorganization. The leases of 
the St. Louis and San Francisco and Colorado Midland rail- 
roads, involving upwards of 1,400 miles of line, were repu- 
diated in the Atchison reorganization of 1895. Had the 
lease of the former been retained, "die fixed charges of tlie 
Atchison system of 7,780 miles would have been increased 
from $7,000 to $g,ooo per mile." " Similar large cancellations 
were made during or at the time of tlie Union and Northern 
Pacific receiverships." On the other hand, it must be remem- 
bered that even though a lease may be unprofitable in itself 
the cancellation is sometimes a good deal more unprofitable. 
During the discussion following the receivership of the Boston 
and Maine, it was pointed out that the fundamental trouble 
with the road lay in its burdensome leases. Although this 
was true, certain of its subsidiaries, notably the Fitchburg, 
would be a great menace to the road if owned by a competing 
line. The inroad into Boston and Maine's earnings, if, for 
instance, the Fitchburg were to be leased to the Delaware 
and Hudson or to the Erie Railroad, would far exceed the 
possible deficit involved by a continuation of the old lease. 

• 1B96 Al Top. & San. Fi Ad. Rep. 
■ Accortting lo Dsegcll. tbe rt>ioci!on 
i>at|ell, S., Riilroid Begrganiiaiion, jjo (1 
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It is difficult to say to what extent the net fixed charges 
of railroads have been decreased through the cancellation of 
leases and traffic contracts at the time of reorganization. 
Mead estimates that for the reorganizations of the middle 
nineties these reductions amounted to nearly $25,000,000." 
This estimate was undoubtedly too large. Furthermore the 
reduction, in many cases, is more apparent than real, because 
the leased line possesses an inherent earning capacity which 
has partially, if not entirely, met the rentals. If the earnings 
Iiave been more than sufficient to meet the charges, then a 
cancellation, in spite of the nominal reduction in fixed charges, 
would stand for real reduction in net earnings. Because of 
this important fact, and because unprofitable leased lines are 
strategically necessary for the parent road, it is common for 
subsidiary roads leased prior to the receivership, to be con- 
solidated witli the parent road at the time of the reorganiza- 
tion, after which their charges become partially or entirely 
l)ond interest instead of rentals. In these cases, the net results 
to the road in reduction of fixed charges may be slight, 
although the apparent reduction in leased line rentals is very 
large." This circumstance is brought out by Daggett's studies 
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of the reorganizations of the middle nineties,"* and it has been 
more or less apparent in all contemporary reorganizations 
involving the treatment of leased lines. It is of advantage, 
undoubtedly, in promoting the organic unity of the system, 
but it makes more difficult the separation of unprofitable 
branch and subsidiary lines. 

The principles laid down in this chapter thus far concern- 
ing the reduction in fixed charges apply to voluntary as well 
as involuntary reorganizations, but with much less force. The 
cases have been so few that even an approximate conclusion 
based on reUable statistics is out of the question. Further- 
more, the statistics covering voluntary reorganizations alone 
are not of great significance because of the shadowy lines of 
classification. What to one man is an unimportant capital 
readjustment is to another an important voluntary reorganiza- 
tion. Suffice it to say, however, that most reorganizations 
of the true voluntary form diflfer in no radical and significant 
characteristics from one or another of the invohmtary tjiies 
heretofore described. The most striking difference, between 
the voluntary and involuntary tj-pcs, has been the marked ten- 
dency to leniency toward bondholders. This was perhaps 
more obvious before igoo than since. Certain it is. however, 
that, except for a few notable exceptions, the bonded debt — 
although not necessarily the fixed' interest charges — was in- 
creased in all the voluntary reorganizations down to 1897.*' 
The fixed charges as a whole were probably somewhat lessened, 
although the small number of typical cases available for study 
makes any generalization of little value." Since 19CK) the data 

"The ipparcnt reduction in rcntili for ttten eu«i choien br Di»ett ii s8-8 
per ctni. Bui there wai ■ canipimoui increaie in inleretl charge! aa bondi iiiued 

d to only 35 per cent. Digtta. S.. Railroad ReorginiulioD. 370 (igoS). 

eany'i itatlities. Poor's Manual of Rsilrosdi (1900) Introdunion. 
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available do not permit of even tentative generalizations.** 

It has been pointed out by all the writers on railroad 

finance, that every railroad reorganization, at least until the 
last few years, involved an increase in the nominal amount of 
securities/' The reason was that in order to induce the 
holders" of junior bonds and stock to undergo sacrifices, they 
must be placated by liberal bonuses of well-nigh worthless 
junior securities of the new road, "As a result of the shifting 
of securities the majority of railway companies emerged from 
reorganization burdened by an increase in capitalization. . . . 
Reorganization acted as a drug to tide over a period of weak- 
ness — the future was mortgaged to satisfy tlie present." This 
view, perfectly justified by the data available from all the 
railroad reorganizations down to 1912"" is not true of con- 
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repeated by practically eyery financial writer on railway reorfaniiatiooa down to 
wttluD Ibe laii &ve gr *ix years. For itaciitical iiudiea, m< note s6. 

"JS Q- J. E.. JS.6 (I9I1). 

■The moft Incluiiie iludy i* that of Meany, dealing vith a liit of ]i] caM* 
of railroad reorcaaiutioni between 1884 and iboo. Thii ittidy wai printed ■■ tenfili 
u a part of the inlroductory matter 10 the igoo edition of Poor'i Manual of Rtilroadl. 
Detailed eomputalioni aupportini the li(iir» in tbii note are to be found tbcrc 
Heany brKeyed ibat bii lisl cemprlied all the completed (eattaiiiiaiiont dorinf Si* 
period. Of the entire nambcr. 397 lepreiented inraluntary reorganiiation*. Tikinf Into 
coBtideratioB a alifht iDcteaic of railroad mileage, we may aafely eooclude, froB 
Iheae fifare*. <bai there wai a dccieaK of at leiii iS per ceni in ihe bonded debt. 
The actual decreaie in filed charge lecuritiei wa> conlidetably greater, linee Ucaay 
included Ihe income bondi in the bonded debt. On a mileage hasit the bonded debt 
fell from tjg.eoo per mile to $14,100 per mile, allowini for the cbangei in tbc 
lengtb of line. On the other bind, ihe nock ihowed an itiereaae of iy per cant, 
riling from tji.yeo per mile before reorginitaiion to {38,000 after reorganiiMioo. 
Altogether the total capltaliiation ibowed an incitaie d( a little le» than 4 per cent, 

— 1 — .!.._ . ;i- II .V. -nvoluniary reorganiiationi alone arc conaidwed. 

sore marked, but in oibcr reipecta the reiulia 

In addition to thia general itud^. Heany Inyeaiigated two random lelecttoni of 
urganiuliani: one conpriwd s; involuntary reorginiaationi, the other indodcd 

caiea. a few of which were imponani voluniaty reorganiiationi. With the former 
ere wai ihovn * reduction of ]> per ceiu in the tola! bonded debt and an incmac 

19 per cent ia capiul atock. In the Mcond callectian of etttt, the tmti cbarg* 
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temporary reorganizations.*' The tendency since 1910 has 
been to so plan reorganizations as to effect a reduction ratlier 
than an increase of the net capitalization. Especially is this 
true if the old floating debt, which is funded by tlie reor- 
ganization, is included in tlie computation. The temptation 
to issue excessive amounts of junior securities no longer exerts 
a malign influence. The state railroad commissions have not 
countenanced the. unbridled issue of junior securities, stock- 
holders show a more intelligent discrimination between 
nominal and real value, and the era of railway promotion. 
with its exaggerated promises of future earnings, has passed. 
The railroad business is fighting now to retain what earnings 
it has; it no longer'cuts its financial pattern according to the 
fabulous earnings of an unattainable future prosperity. 
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CHAPTER VII 

INDUSTRIAL REORGANIZATION PLANS 

Causal characteristics of industrial reorganizations, 162; Chief 
ends of ap industrial reorganization, 166; Simple means of obtaining 
money, 167; Assessment on security holders, 169; Assessment on out- 
side creditors, 172; Changes in capitalization, 174; Reorganizations 
to extinguish accumulated preferred stock dividends, 176; Reorgani- 
zations to relieve a burden of floating debt, 181 ; Reorganizations to 
reduce fixed charges, 183; Voluntary industrial reorganizations, 185. 

The methods diat have been pursued in reorganizing indus- 
trial corporations have been analogous to those employed for 
railroads, but the general form and detailed structure of the 
plans differ markedly. This is because of the essential 
differences between railroads and manufacturing or mercantile 
enterprises. In their social status as public service corpora- 
tions and from the similarity of their operation in furnishing 
a semce and not a commodit>\ railroads are all alike. Indus- 
triaLenterpri«s ha\"e little in cvunmon among themselves except 
the al^^nce of those very dharacteristics possessed by public 
service enterprise:!^ One class operates tmder the conditions 
of Jfc piv^tvtt^ nK>nopoh\ Ae other under conditions of free 
cix«|W<ilk>iv There are no real monopolies of location in the 
inJu^lrul tiekt »ikI whate\^r apprvxidi to monopoly can be 
di^vvt^vtxl Ue* in the directk>n of control over patents or trade- 
mark^ lVtxK>re the wtraings of any single industrial must 
^ 9l^KV< U^ aNtui^ thKtu*tioi» due to changes in the general 
mrvKa^i^HE I^^^^^^ ^^' ^^ community and to changes in the 
mmmtvavaI aUUV"^' exerv%$esl by the men in control From 
A» ImImm^ tNc^r iwaiKut ptm must therefore be based on 
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the presumption that the business can rely on itself alone in 
protecting its trade position, never on the community.' This 
fact is paramount in formulating any plan for reorganizing 
an industrial undertaking. 

Most industrial corporations, because of the fluctuating 
character of the earnings, were organized without bonds.' 
For this reason many companies which have been, 011 tlie 
whole, unsuccessful, have been able to survive successive busi- 
ness depressions and single unprofitable years without ever 
meeting the necessity of reorganization. So long as they met 
the direct expenses of operation and possibly the preferred 
stock dividends, they could run along the even tenor of their 
way, however small their net earnings. The fact, therefore, 
that an industrial corporation has not been reorganized in no 
wise argues for its fundamental success. 

Enforced reorganization of railroads has occurred, almost 
invariably, only after the actual or threatened failure to meet 
bond interest. Had the railroads been without bonds, few, 
if any, reorganizations would have been recorded. But such 
is the insecure position of many industrials, buying and selling 
in competitive markets, that reorganization has been neces- 
sitated by the mere losses incurred by their ordinary business 
transactions. Thus in the six months prior to the reorganiza- 
tion of the old Consolidated Cotton Duck Company into the 
International Cotton Mills Corporation, the former company 
endured a net manufacturing loss of $244,000 which was 
augmented by the payment of interest amounting to $575,000.* 
Many other industrial reorganizations have followed in the 
wake of conditions so unfortunate that, in spite of the fact 

■ The lompetiiiv*. in contridinincuon la monopoliitie, cinrmMer of iodutliiJi 
hu been lepeiledljr pomled am. Sec pirticulmtlv tht disprer dealing: arilh financial 
plan lo be lallowed at the lime of Ihe proaiolion of a manufacturini company^ 
Volume U, Chapie. IV. 

Ibid. 

Report of Preiident. Coniolidaied Cotton Company (ot year endins Deccmb*r 
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that bond interest was absent, the corporation could not meet 
the expenses incident to its ordinary business. 

This suggests that general creditors of industrial enter- 
prises are in a stronger position than the general creditors 
of railroads. Their liens are not ordinarily superseded by 
those of bondholders, nor is the practice of permitting the 
issue of receivers' certificates to take precedence over ordinary 
general creditors so often permitted by the courts.' The 
general creditors can, therefore, by threatening to liquidate 
the property of the company, force the stockholders to meet 
fully their claims.* On the other hand, the internal organiza- 
tion of an industrial company, being sometimes the most valu- 
able part of the corporation's property, would be jeopardized 
should the old management surrender the corporate assets to 
the creditors and start a new and competing business of their 
own.* The creditors are thus at a disadvantage in dealing 
with them, in spite of the apparent security of their claims. 
In view of all these considerations one is less able than in 
the case of railroads to form even tentative generalizations. 
One cannot say, for example, that a temporary shortage of 
money and a permanent overburdening of capital charges 
will be found present as a condition precedent to every indus- 
trial reorganization as is the case in every railroad reorganiza- 
tion. Nor can one find sufficient grounds for the presumption 
that relief from a heavy floating debt and a reduction of 
fixed charges are the invariable consequences of every indus- 
trial reorganization. The most that can be said is that 



■ Thi* it veil iliuilnled bj ike nortaniatiaB of tbe old Unittd Statu Ship- 
Idlni Company inia ihc Bcihlehcm StRl Cnrpontisn, uid more [eeenilT br the 
rfamution el the Allia Chiloieri ComiBDy in igij. Every dollir at curreal 

preferred aaii comnioD notkt were wiped Dot. 

'SameliniH crtditon hive liken over ■ fiiteil buiincM >nd tttentpted lo 

lire. Thtu in the reorfaniuiion of the old Niiional Cord>(e Compuj in iBm. 
rrediton look entire conifoL Tbia forced the Old officera to ■(■rt bD»lneM(« 
Iheir own. Id tbe weakened eonditioD Ibe rMrfuilied eampuiy tailed tttm 
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ordinarily in industrial reorganizations some new working 
capital is supplied and there is some readjustment of the forms 
of capitalization. And while this readjustment of the capital- 
ization is likely to entail a lessening of the fixed cliarges, cases 
are by no means uncommon in which a reorganization burdened 
an industrial with new and increased charges. 

Unlike railroads, industrial enterprises msy ordinarily be 
liquidated if such a course seems expedient. Sometimes it is 
even expedient to liquidate a business before a critical condi- 
tion has arisen, especially if a large part of its assets are 
easily salable. Yet, under the best conditions, the sale of 
corporate assets is bound to show losses as compared with 
their book value,' If the enterprise has little hope of success 
it will be best under all circumstances for those interested 
to recognize the fact and sell the property for what it will 
bring, even though the creditors will suffer considerable loss 
and the stockholders entire loss. Experience drawn from 
various enterprises that were reorganized several times in 
succession shows that, severe as would have been the losses 
at the time of the first reorganization, they were small com- 
pared to those endured by the men who continued to add new 
money at the time of each successive failure.' 

The most conspicuous difference, however, between rail- 
road and industrial reorganizations is the greater significance 
of the personal element in the latter. It was asserted in the 
opening paragraphs of the second chapter of this volume that 
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human or psychological considerations were the most im- 
portant and often the determining motives in all reorganiza- 
tions. This assertion is conspicuously true in the case of 
industrial reorganizations, whet3ier one considers the reor- 
ganization of a Uttle village factory or that of a great enter- 
prise, hke the Westinghouse Klectric and Manufacturing Com- 
pany, with branches and affiliations all over the world. The 
popularity of tlie chief executive officers is able often to carry 
such weight with bankers that a plan of reorganization is 
accepted which otherwise would have been thrown aside; the 
dislike of business associates toward some man has often 
been the direct cause leading to a crisis in the affairs of a 
corporation with which he was connected and the ultimate 
acceptance of a plan of reorganization the main purpose of 
which was to eliminate him from the management Jealousy 
always plays an important role. Personal likes and dislikes 
determine the lines of cleavage among the various interests 
directly affected and the strength of these lines of cleavage 
determines tlie plan of reorganization ultimately imposed on 
all concerned. These personal motives are seldom apparent 
on the surface, yet they exert a subtle influence at every 
turn in all industrial reorganizations. 

If it is decided that the business shall be reorganized it 
is necessary to discover the causes of failure. As already 
pointed out in another connection, corporations do not 
ordinarily fail because of lack of working capital, but rather 
the appearance of a lack of working capital is an outward 
sign of fundamental difficulties.' The real cause of industrial 
failure is quite as little apt to be a diflicidty of securing 
credit due to sudden tightening of the money market as in 
the case of railroad failures, although, if there is any oppor- 
tunity, this cause will be alleged. As in the case of railroads, 

•See Cliuacr 11. pulicululy pa(e iS. 
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the real reason underlying the difficulty in securing further 
bank loans is not the obstinacy of the banks but the im- 
poverished credit of the company. Quite probably the cor- 
poration paid interest on debt and even dividends out of 
capital during the period prior to the acknowledged failure, 
although this interpretation of their action will be avoided 
by the directors.'* Yet the fact will remain, whether cause 
or effect, that the failed corporation is in straits and requires 
more ready money. So that, as in the case of railroad reor- 
ganizations, the cliief ends of industrial reorganizations are 
necessarily the removal of the underlying cause of the failure 
and the collection of new money. But in the case of railroad 
reorganizations, the underlying cause is usually connected 
with an excessive fixed charge. This is not always true with 
industrials, because many industrials in financial straits 
have been altogether without bonded debt. Consequently, 
although the purpose of collecting new money is invariably 
present in every industrial reorganization, the rest of the 
reorganization does not always turn about the problem of 
reducing the fixed charges. It may happen — in fact it often 
does happen — that the need for new money is so urgent that 
a new fixed charge is added because the sale of first mortgage 
bonds is the only means available to obtain new money. The 
stability of the future is sacrificed to meet the necessities of 
the present 

At the time of the reorganization free money is often 
obtained by the receivers indirectly by ceasing the payment 
of interest on debt or the principal of maturing obhgations. 
If this is not ample, the receivers may be permitted by the 
court to issue receivers' certificates, although the reasons for 
the issue of these certificates must be more urgent and the 
amounts less liberal than in the case of railroads and public 

"Infra, page aa. 
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Utilities. The indiscriminate and reckless issue of recdvers' 
certificates, which the federal courts have tolerated in recent 
cases o£ railroad receivership, is absent in the case of indus- 
trials. The courts have assumed that the necessities of the 
public do not require the continuation of the business at a 
loss to the creditors and stockholders. Whether or not 
receivers' certificates are issued, the problem for the reor- 
ganization managers is the same — to obtain enough new money 
to meet the outstanding debts of the old corporation and to 
supply the reorganized corporation with adequate working 
capital. 

The simplest metliod of obtaining new money is to sell 
securities to outside banks. In this way the stockholders are 
not required to act individually nor to make conscious sacri- 
fices," except perhaps the mere consent to a new bond 
issue. 

If no mortgage or other form of funded debt exists, 
bankers will frequently consent to buy a small issue of first 
mortgage bonds of the reorganized company on the assump- 
tion that the assets are at least sufficient to cover the debt. 
In such cases, it is common for bankers to insist that the 
new company maintain large fluid assets to further strengthen 
the bonds." And even when the new company is able to 
show assets far in excess of the new debt, the difficulty lies 
in finding investment bankers who will consent to buy any 
securities whatever of an enterprise known to be on the verge 
of bankruptcy. Without regard to the fundamental security 
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of the bonds, bankers of high standing are unwilling to permit 
their names to be connected with enterprises likely to become 
notorious through repeated failures. 

As a rule, therefore, bankers are willing to advance money 
to reHeve a threatened or actual failure, only in those cases 
in which the embarrassment is to be traced to causes easily 
discovered and easily remedied. Future success then turns 
upon the question of management. To safeguard themselves 
against bad management and even a repetition of failure, and 
to give the corporation the advantage of their specialized 
knowledge, the bankers who do advance money under such 
circumstances always require that at least one of their asso- 
ciates be elected to the board of directors. It is quite usual 
for them to go even further and assume the actual financial 
administration of the new corporation. Furthermore, to 
secure this co-operation and to make the bankers' interest in 
the new company worth while the corporation may pay the 
bankers' commission partially or wholly in common stock." 
Very frequently the greatest benefit resulting from the reor- 
ganization is the new moral support of the bankers and the 
general confidence which this support engenders. Their money 
is soon spent, but their co-operation remains. As a result 
of these considerations it may be said, in summary, that 
those reorganizations in which the new money has been sup- 
plied by independent bankers have followed, almost invariably. 
failures of the least serious sort. This is particularly true 
of failures attributable to some temporary emergency not 
likely to occur again — such as the sudden tightening of the 
money market or the immediate need for new equipment. 

When the necessary new money cannot be obtained by 
such simple means as the sale of treasury assets or the quiet 

ix induitrial reargsniniioni ruiminn] in innlhcr connHtian wbieh 
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fide ol new lx»ds to <wtside hguka% h noBBSt be sdhscribed 
bf the fiiCiddiioldlers. Thb mnfaod, aMooo^ pcrfecdj fair, 
bpcatwe the ft^oddaoUcfS are die real ovmcrs of the Iwttinrw 
afid ilioald bear die bttfdcn, is lomad dMinBlr to qiphr in 
practice because of die rdnctance of srodkfanldefs to face dhe 
refuit of faihtre fquardjr. In deference to diis fecfinp and 
to rtmf/rt the taim of assessment, it b c o imnon to gire to 
the ftioddiolders a new contiiigcnt charge secnritr in rctnm 
for their mooejr coatribationsu This nsoalhr takes die form 
of a prtitTTtd slock and is not Vkdj to be as carefaDT safe- 
guarded as the bonds whkh are sold to b anke r s . Yet no 
bonds are placed ahead of it, for odienrise the stockholders 
would not sobscribe. If there is reason to suppose that the 
stockholders will not Tohmtarily sutxnit to what is Tirtnalljr 
an assessment, the directors may find it necessary to throw 
the corporation into the hands of receivers and submit to a 
judicial sale of its assetSu In no other way can the non- 
contributing stoddiolder tie diminated. But, as in the case 
of railroads, this extreme method of coercion is both cxpensiTe 
in money and destructive to the credit and trade position of 
the corporation. It is resorted to only in extreme cases when 
the recalcitrant stockholder cannot be readied by all the arts 
of persuasion. The second Westinghouse reorganization of 
1908 is notable in that no sale of the corporation occurred 
and the stockholders contributed a large amount of money, 
for which common stock only was given them. However 
forceful this exception appears, the fact remains diat 
threatened loss of their entire investment is ordinarily alone 
able to wrest new money from stockholders. 

An unusual but efficient and direct plan is followed by 
the Massachusetts textile mills when they find their credit 
impaired. The stockholders first authorize the reduction of 
(he capital stock by a certain proportion, possibly 50 per cent 
Ttiis involves the cutting of each stockholder's interest in half. 
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They then authorize the sale of the stock surrendered at 
par to either the old stockholders or outside bankers. The 
final result of tliese two steps is a substantial increase in the 
available money, without any increase whatever in either the 
amount of stock outstanding or the direct liabilities. This 
method has been applied in other reorganizations outside of 
New England but in a less drastic form." Its advantages 
lie in its simplicity and the slight dislocation of the corpora- 
tion's business which is likely to occur. It is merely a matter 
of sacrifice on the part of the stockholders to enable the 
corporation to strengthen its general credit. 

Money can be obtained from bondholders only In case 
the funded debt is considerable and the apparent equity 
remaining to the stockholders comparatively small. If there 
are reasons to believe that the assets of the corporation can 
be liquidated or can be sold at judicial sale for an amount 
sufficient to cover the bonded debt, no pressure can be brought 
against the bondholders. They would prefer to "allow the 
law to take its course" rather than to contribute to the relief 
of the company. It is therefore only in cases of extreme 
embarrassment that help may be expected from the bond- 
holders; and it follows from this that the worse the failure 
proves to be, the more the bondholders will be concerned in 
the reorganization. Yet even when no equity remains to the 
stockholders, and the corporate assets are less than the debt, 
it is usual to allow the stockholders to come into the reor- 
ganization on the payment of a heavy assessment in order 
to maintain the continuity of the business organization. Care 
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must be taken, however, to ascertain eidier that this stodc- 
holders' assessment win be paid, or that the failure of the 
stockholders to re^ond win not jeopardize the success of 
the reorganization. When the stock of the old company is 
seUing at a few cents a share in the mailcet, it is evident that 
die stockholders wiU make little sacrifice to save it, and die 
bondholders would probably do well to reorganize the company 
alone without the tentative help of the stoddiolders. If more 
than one issue of bonds existed in the capitalization of the 
old company, some difficulty arises in apportioning the relative 
amounts which the different bondholders should contribute. 
Generally speaking, the underlying, senior bondholders can 
be relied upon but little, and most of the new money must 
be collected from the junior bondholders. Yet if the junior 
bonds are of little value, their holders will relinquish aU in- 
terest in the reorganized company rather than pay any con- 
siderable assessment In such a case the senior bondholders 
have no other alternative than to furnish the money necessary 
with perhaps slight help from the junior bondholders. Such 
a reorganization plan would follow only the most serious 
failure." 

Cases in which an assessment or money contribution is 
required of the outside creditors are very rare and are likely 
to occur only as a result of tmusual circumstances. Either 
the outside debt is tmsecured and there exist mortgage bonds 
which have a prior lien on essential assets — in which case the 
creditors are in a position analogous to the junior bondholders 



*■ Many of thet« principles are illnttrated by the reorganization of the Standard 
Rope and Twine Company in 1906. In this case the company had a small issue 
of First Mortgage Bonds (about |t,ooo,ooo), an issue of Income Bonds (amounting 
to $7,000,000), and a large issue of stock, tc^ether with a considerable floating debt. 
The reorganization reouired at least $ 1,000,000 in new money. The stock was worth 
nothing, the Income Bonds had slight ralue. The assets of the corporation were 
httrdlv worth the small issue of First Mortgage Bonds. In the reorganization plan 
ihr l-'irRt Mortgage bondholders submitted to an assessment of 26 Vi per cent — 
iihnormally large because the bond issue was small — but they could exact only an 
itiihMiinrnt of s^i per cent from the Income bondholders. The stockholders were 
clliniUHtcd. 
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— or else they are impelled to assist the corporation from 
reasons of permanent self-interest."" In the former case they 
submit to the payment of a small assessment to enable the 
corporation to continue in business, knowing that if the assets 
were liquidated their claims could not be paid in full. As in 
all other cases, a money assessment is wrung from a class 
of security holders as the price paid for a chance to recover 
apparent losses." 

In the latter case tlie reasons of permanent self-interest 
are those of continued profit through enabling the corporation 
to continue in business. Many of the unsecured creditors 
have claims representing open accounts and merchandise notes, 
arising through the ordinary business relations with the failed 
corporation. These merchandise transactions have been a 
source of profit in the past, and the merchandise creditors 
have every reason to believe they will continue to be in the 
future — provided the business can be rehabilitated." They 
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are therefore willing to buy the long-time notes — or even the 
stock — ^provided there is reasonable assurance that the new 
company will purchase goods of them in the future. 

If we turn from those aspects of the financial plan of 
industrial reorganizations having to do with the sources of 
new money to those dealing with the permanent changes in 
the capitalization, there is discernible even less ground for 
possible generalizations. It was already pointed out that the 
principle laid down in railroad reorganization, that the fixed 
charges were invariably reduced with the possible increase in 
total capitalization, does not hold true in the reorganization 
of industrial enterprises.^' Not only may the total capitaliza- 
tion be increased by the reorganization, but that portion having 
fixed charges is as likely to be increased as not In fact, one 
of the commonest means of relieving a company in financial 
difficulties has been to fund the current debt into first mortgage 
bonds, though the company may have had no ftmded debt 
before. The specific form of the reorganization plan is there- 
fore determined by two independent sets of circumstances, 
the financial structure before the embarrassment and the seri- 
ousness of the embarrassment. As the financial structure of 
all our great railway systems is essentially the same, a classi- 
fication of railroad reorganization plans could be made on the 
basis of the seriousness of the failure alone; but owing to 
the fact that this unity of financial structure does not prevail 
among industrials no such simplicity of classification is 
possible. 

To get any logical order at all in the grouping of indus- 
trial reorganization plans, it is necessary to adopt another 
criterion. The one that seems to serve the purpose best is 



"Of as successful plans of industrial reorganizations examined in another 
connection, o showed an increase of hxed charges. lo showed a decrease, and in 
4 cases the hxed charges remained unchanged. Dewing, A. S., Corporate Promottoot 
•nd Rcorgaouations, 017, Plate A (1914)* 
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that of motive. Accordingly we may deal with the subject 
on the assumption that there are three types of reorganization 
plans. The first is that in which the motive is to get relief 
from an accumulation of contingent charges on the preferred 
stock. These reorganizations might well be called mere capital 
adjustments. They are usually carried through in the interest 
of the common shareholders who would benefit from the 
extinction of accrued charges ahead of tlicir stock; and to 
be successful the corporation must be in a fairly healthy condi- 
tion, so that this type of reorganization is seldom resorted 
to in the presence of immediately threatened insolvency. 

The second and third types, on the other hand, invariably 
follow failure or serious financial embarrassment. In the 
second tj-pe the crisis is immediately occasioned by a heavy, 
overpowering floating debt. Either by reason of lessened 
earning capacity or by reason of some other inherent weak- 
ness, the directors of the corporation find tlieniselves able 
neither to continue nor to fund into bonds and stock the 
current maturing obligations. They are forced therefore to 
resort to some reorganization in order to continue the business. 
The third type of reorganization is analogous to the usual rail- 
road reorganization. The failure is brought about by the 
attempt to meet the fixed charges on excessive bond issues 
or leased factories. The purpose of the reorganization, there- 
fore, is always to reduce the fixed charges. The rest of this 
chapter is devoted to a discussion of these three types, but 
it must be admitted from the start that any classification of 
industrial reorganizations whatever is at best of value for 
simplicity of exposition rather than for anything indicative of 
fundamental differences. Furthermore, it should be remem- 
bered that any attempt to make an objective classification of 
industrial reorganizations on the ground of motive is vitiated 
by the simple fact that the primary motive is ordinarily per- 
sonal. And this is difRctdt and sometimes impossible to 
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decipher. Human ambitions, feelings, and caprices are pur- 
posely clothed in the colorless and impersonal forms and 
phraseology of our commonplace financial jargon. 

Those reorganizations of the first type, constunmated 
primarily to relieve the corporation of an accumulation of 
unpaid preferred dividend charges, usually avow a balance 
of advantages to both preferred and common shareholders. 
They involve, ordinarily, some capital readjustment which 
brings the common stock nearer to the payment of dividends 
and turn, almost always, upon some modification of the pre- 
ferred stock contract The holders of this class of stock, 
knowing that their claim to unpaid dividends is indirect, and 
that they are powerless to enforce the payment no matter 
how large the earnings of the corporation may be, are usually 
willing to release their claim to dividends in return for some 
concession from the corporation. In rare instances only it 
amounts to the payment of the accumulated dividend in 
money.*® It may take the form of : ( i ) the issue of a new 
higher dividend-paying preferred stock in exchange for the 
old cumulative preferred stock with its arrears of unpaid 
dividends; (2) a ftmding of the preferred stock dividend 
accumulations into new securities; (3) the fimding of the 
old contingent charge preferred stock, with its accumulated 
dividends, into new bonds bearing interest charges lower than 
the dividend rate on the old preferred stock. All these 
methods have been used, and used with success. Invariably, 
the management, controlled by the common shareholders, 
represents that the plan to be adopted is of mutual benefit 
to all classes of security holders. In some cases it is, in 
other cases it is not. For one observes easily that in 



"This statement is ordinaril^r true. Yet durinff the period of the Great War 
so many large industrial corporations were abnormally successful that many, having 
an accumulation of unpaid dividends on their preferred ttocka, paid them off out ot 
war profits. 
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each of the means adopted, the direct charges of the corpora- 
tion are increased. And the advisability of tlie whole read- 
justment depends on whetlier or not tliis disadvantage is more 
than balanced by greater advantages. 

When the earning capacity of an industrial corporation, 
previously unsuccessful, has been firmly established, the man- 
agement may feel justified in offering the preferred stock- 
holders an increase of income in return for the cancellation 
of their claim to unpaid dividends. This is the first method 
mentioned in the preceding paragraph. It is illustrated by the 
reorganization of tlie Interborough-Metropolitan Company in 
1915, which, although not an industrial corporation in the 
sense used here, presents a clear case of such an adjustment. 
Owing to enormous losses in connection with the ownerslup 
of the stock of its subsidiary, the Metropolitan Street Railway, 
the parent company, did not feel like paying any dividends 
on the common stock while there existed a deplorable dis- 
crepancy between the par value of its shares and the net value 
of its assets." Behind this lay the fact that tlie business 
at the time was improving. It might even warrant the pay- 
ment of current dividends on the preferred stock, notwith- 
standing the fact that there was a large accumulation of 
unpaid dividends. The men in the management, who con- 
trolled the common stock, saw an opportunity to get dividends 
on their common stock if the incubus of the accumulated 
dividends on the preferred stock could be done away with. 
They recognized that they would never receive dividends if 
the accumulations on the preferred should be liquidated out 
of earnings. Accordingly the company proposed to give to 
its stockholders new 6 per cent non-cumulative preferred stock 
in exchange for the old 5 per cent cumulative preferred stock. 
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together with its dividend accumulations. The common share- 
holders were to receive new shares without par value, thus 
extinguishing the pretended money value of the common 
stock. In this manner the preferred stockholders were given 
a larger dividend and the common stockholders a chance to 
receive some return without waiting for the payment of the 
accumulated dividends on the preferred.** Qearly this method 
is applicable only when the management feels assured that 
the business of the corporation will in the future prove more 
profitable than in the past, as otherwise the increased preferred 
dividends will only lead to a more rapid dissipation of earn- 
ings, provided the dividends are paid; and if they are not 
paid nothing will have been gained by the reorganization. 

More common and probably easier to accomplish is the 
method of effecting a compromise in the payment of the 
preferred dividends in arrears, by offering to give new securi- 
ties of the company in lieu of at least a part of them. Some- 
times the preferred stockholders are given non-interest bearing 
scrip, due, say, two years hence, in liquidation of their claims." 
In this way a contingent liability is changed into a direct one, 
and at the same time the common stockholders are brought 
into a position to receive dividends when the current earnings 
warrant. In rare instances — and then only when the company 
bids fair to pass through a period of pronounced prosperity — 
the preferred stockholders are given interest-bearing bonds in 
exchange for their preferred claims; and instances are known 
in which the accumulated dividends have been partially paid 
off in money obtained from the proceeds of the sale of bonds.** 

" See announcements made by the company at the time, as 5 N. Y. Times 
Annalist, 430. 

'^It was proposed in 1899 to liquidate 30 per cent of accumulated unpaid 
dividends on the preferred stock of the United States Leather Company by the 
issuance of 10 per cent in scrip. 

**ln 1913 the American Can Company's preferred stock had accumulated unpaid 
dividends amounting to 33 per cent. By cutting down the depreciation charge the 
company was able to show a substantial surplus on the basis of which it sold 
$14,000,000 of 5 per cent bonds to a syndicate of bankers With the proceeds 
of these it paid off 2^ per cent of the accumulated unpaid dividend on the preferred 
stock. On the anticipation of possible dividends, encouraged by the manipulation 
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Such readjustments, however, can liardly be called reorganiza- 
tions, unless tliey are sufficiently comprehensive to involve 
considerable changes in the financial plan. The most com- 
prehensive of these readjustments, involving an actual reor- 
ganization of the company, occur when there is a surrender 
of certain cumulative dividend claims attached to the preferred 
stock in exchange for some of the common stock relinquished 
by the common stockholders. As a result the preferred share- 
holders have a larger interest in the company, but the common 
shareholders — although possessed of a less number of shares — 
have a much more valuable security owing to the extinction 
of the preferred stockholders' claims to unpaid dividends." 
Much more serious changes in the organization of a com- 
pany arise when the management funds the preferred stock, 
with its accumulated dividends, into bonds. Feehng that the 
future earnings of the corporation are assured, the directors, 
owning tlie common stock, seek, by the glamour of the word 
"bond" and by its stronger lien on earnings, to bribe the 
preferred shareholders to surrender their claims to unpaid 
dividends and to submit to a lowering of income." Even 
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without the necessity of a formal reorganization or even with- 
out an accumulation of preferred stock dividends as evidence 
of previous low earnings, this end may be accomplished, as was 
shown by the success with which the United States Steel Cor- 
poration induced its 7 per cent preferred stockholders to convert 
their stock into 5 per cent second mortgage bonds.*' In this 
case, as in all others, the success of such a plan turns upon 
the balance, in the individual stockholder's mind, between a 
larger contingent return and a smaller fixed return. It should 
be noted, however, that such refunding operations are very 
dangerous for the corporation to enter into, as the actual 
debt is increased and the preferred stockholders become 
creditors capable of enforcing the payment of their interest 
by legal means. From every point of view the credit of the 
corporation is impaired. 

Surveying this whole group of industrial reorganizations, 
consummated for the tacit purpose of eliminating the claims 
to unpaid dividends by the preferred stockholders, it is evident 
that we are dealing with attempts to simplify and unify the 
financial structure of a corporation. The preferred stock- 
holders' claim to unpaid dividends is an anomaly. It is not 
a liability in the sight of the law or accountancy. Yet it 
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intervenes between tlie current earnings and any disburse- 
ments to the common shareholders quite as much as — and in 
some respects more than — an acknowledged liability. In every 
reorganization of this class, the effort was to do away with 
this anomalous situation and somehow bribe the preferred 
stockholders into relinquishing their shadow of a liability. 
And the compensation made to them varied according to the 
current prosperity of the company, the strength and vigor of 
the contract by which tlie preferred stock was originally issued, 
and — like all adjustments made by human beings — the relative 
obstinacy of the parties concerned. As a result, fixed charges 
were quite as likely to be increased as decreased, and the total 
admitted capitalization was likely to be larger than before the 
reorganization. From every point of view these reorganiza- 
tions are in contrast to those carried out in the presence of 
a threatened financial crisis. This type represents the after- 
math of blasted hopes, not a remedy for disaster. 

The second of the great groups of industrial reorganiza- 
tions are those planned primarily, often entirely, to relieve 
the corporation of an overpowering burden of floating debt. 
Until the recent practice of railroads in issuing short-term 
notes had brought about its evil consequences, failures and 
reorganizations resulting from an embarrassing burden of 
floating debt were confined to the history of industrial cor- 
porations. The long-established practice of the vast majority 
of industrials to carry at least a part of their quick assets 
by means cf short-time loans from the banks, places the 
industrial in a peculiarly vulnerable position when the lending 
banks refuse to continue or extend the corporation's notes. 

Peculiar difficulty is found in differentiating reorganiza- 
tions of this class from all others, because the management 
of every embarrassed industrial alleges at the time that the 
difficulty is due entirely to the obstinacy of the banks, or their 
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inability to extend credit further. Were these diagnoses of 
the embarrassed corporations themselves to be taken at their 
face value, every industrial failure and reorganization would 
be of this class. But the diagnosis of the corporation Js 
seldom correct. Other more fundamental causes usually 
underlie the withdrawal of credit. In some few instances, 
however, an unmanageable floating debt is the fundamental 
cause, just as the corporation's officials declare, but its exist- 
ence is to be attributed much more probably to the stupidity 
of the management in allowing the debt to pile up than to the 
obstinacy or Umitations of the banks." 

The crux of all reorganizations of tliis class is, obviously, 
the means to be taken to pay or to fund the floating debt." 
A receivership is nearly always resorted to in order to prevent 
the possibility of attachments, so that there is ample time 
to consider the means available. If there is no mortgage on 
the property of the company, the easiest plan to execute — 
and for that reason the one most frequently followed — is to 
sell an issue of first mortgage bonds to bankers, and with 
the proceeds pay off the holders of the floating debt." If 
the management and the stockholders are unwilling to do this, 
or if there already exists a mortgage on the property, then 
a reorganization has to be carried out which involves a direct 
as well as an indirect sacrifice on the part of the old security 
holders. In other words, the old stock or bondholders, or 
both, must suffer an assessment and take new junior securities 
in return; and with the proceeds of the assessment a part, 
or all, of the floating debt can be paid off. This is merely 
the use of the general principles already discussed under rail- 
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road reorganization expedients, except that no particular effort 
is made to decrease the fixed charges. 

One feature of industrial reorganization plans of this class 
intended to do away with an unmanageable floating debt, 
deserves at least passing notice. It is the provision in the 
vast majority of such plans to force tlie holders of the debt 
to take securities as a part of their claims. The old note- 
holders and merchandise creditors are asked to accept some 
percentage, perhaps 50 per cent, of their claims in cash and 
the rest in long-term notes — usually of various maturities. 
The creditors ordinarily accept this compromise. They recog- 
nize that by forcing the corporation into bankruptcy they can 
undoubtedly secure tlie collection of at least a part of their 
claims, but the remaining part will be forever lost. Whereas, 
if they show a willingness to co-operate with the stockholders 
to the extent of funding a part of their debt into one-, two-, 
or even five-year notes they give the stockholders an oppor- 
tunity to work out the rehabilitation of the company, and with 
its rehabilitation the creditors can ultimately secure the full 
payment of their obligations. At least, tliis is the kind of 
argument advanced to them and to which they are usually 
amenable. 

The third class of industrial reorganizations, which are 
consummated for the avowed purpose of lessening the fixed 
charges, are invariably the result of failure. If the failure 
is not serious, or if the corporation has merely shown a con- 
tinued low earning power while its affairs have never reached 
a serious crisis, it is sometimes possible to induce bondholders 
to consent to a lessening of the principal and interest of their 
bonds.*' But ordinarily bondholders will not endure even a 

» The National Starcli Company taond itnlE UTuble to meet tlie inlFrcM on 
■ 6 per cent bond of one of >» aubaidiary companici. The Corn Ptoductg Relining 
Company, which owned the block of Ihc Nalional Slirch Campany, conaentid to 

Cranlee the principal and intereil on the underlying Starch bond. pta*ided Ihc 
dboldera auhmillcd Id a i6H pc cc"> reduction in the principal of Ibcir 
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nominal sacrifice without coercion, and the various steps of 
default, receivership, and foreclosure sale have to be followed 
in order to compel the bondholders to submit to a lessening 
of their charges. When such steps are necessary, the indus- 
trial reorganization differs, as far as the plan is concerned, 
but little from the typical railroad reorganizations discussed 
in tlie previous chapters. There is, perhaps, a little greater 
tendency to deal harshly with bondholders in requiring them 
to exchange bonds for stock, but the general principle that 
industrial enterprises ought not to have bonds in their financial 
plan is ample excuse for taking advantage of the opportunity 
of a reorganization to eHminate entirely the funded debt. 
At all events the principle holds true, as in railroad reor- 
ganizations, that the corporation must be relieved from the 
burden of fixed charges in order that it may strengthen its 
own internal organization and its mercantile credit. Permanent 
strength can be obtained only through a period of rest and 
reconstruction. And this principle, in spite of the varying 
circumstances of its application, must be the paramount motive 
in every industrial reorganization where failure is to be attrib- 
uted primarily to a burden of fixed charges. 

In these reorganizations involving a decrease or the entire 
cancellation of the funded debt, the problem always turns 
on the kind of security the bondholders are willing to accept. 
If the security off^ered is not satisfactory to them they are 
in a position to force the liquidation of the assets of the 
corporation. This result would give the bondholders the little 
that there was and the stockholders nothing. Even at the 
time of involuntary reorganizations, therefore, some advan- 
tages must be attached to the new stocks offered in exchange 
for the old bonds — or tl>e stockholders must otherwise 
strengthen the corporation's credit — else the bondholders will 
not accept them. These advantages are, on the one hand, a 
heavy cash payment by the old stockholders into the treasury 
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of the new company in exchange for a second preferred or 
common stock, and, on the other hand, the acceptance by the 
old bondholders of a new first preferred stock or an income 
bond. The rate on the contingent charge security offered the 
old bondholders is ordinarily a little higher than that carried 
by the old bonds. A higher contingent rate is exchanged for 
a lower fixed rate." Furthermore the new preferred stocks 
are seldom immediately cumulative in their dividend demands; 
yet, in order to protect the new preferred stockholders from 
the avarice of the common stockholders who maintain control, 
the preferred stock dividends are often made cumulative after 
a period sufficiently long to enable the reorganized company 
to have fully regained its credit.** 

Whatsoever may be the primary purpose of the reor- 
ganization, whether to benefit one class of the security holders 
or the general credit of the corporation through a lessening 
of the fixed cliarges, a voluntary reorganization is to be 
preferred to a receivership and foreclosure sale. Even more 
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than with railroads and other public service corporations, the 
notoriet> of failure, bankruptcy, and Htigation impedes the 
normal business of an industrial corporation. Its general 
credit, including its banking facilities, is hurt; especially is its 
general trade standing imperiled. The internal operating force 
and the selling force become disorganized, careful as the 
receiver may be. Customers avoid business dealings with an 
insolvent concern." Fully conscious of all tliese considera- 
tions, those in control of the business will seek to effect a 
"friendly" reorganization, in which the impending crisis is 
relieved by voluntary purchase of junior securities by one or 
more classes of security holders. This is not possible if, as 
in the case of most large railroads, there are a host of 
creditors and conflicting interests, but such a solution is, un- 
questionably, possible at the time of a crisis in an industrial 
or even small public service enterprise, if the various security 
holders and creditors are on friendly terms and not too widely 
scattered. Friction and sometimes almost insurmountable 
differences of opinion can be overcome if the affairs of the 
company happen to rest in the hands of a few keen-sighted 
men of conciliatory disposition. In the effort to bring about 
a "friendly" reorganization of an industrial corporation, 
a committee of the management usually sends to the various 
interests a plain statement of the actual facts. Perhaps the 
floating debt is too large and should be funded by voluntary 
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action on the part of the stockholders, or perhaps the company 
is too heavily capitalized and a voluntary cutting down of 
the stock issues is necessary. •• Whatever the conditions, they 
are carefully explained to the security holders and the remedy 
is pointed out, which invariably involves some direct or indirect 
sacrifice on their part. If a sufficient number agree to the 
plan it is declared operative and the managers proceed to put 
it into execution. There will be always some security holders 
who will refuse to agree to the sacrifice. These will either 
be bought off or "carried" by the others. In such a case there 
is no receivership, no conflict of opposing interests represented 
by numerous committees, no foreclosure sale, and no reincor- 
poration under a new name. 



" Second reorganization of the American Malting Coni|»an7, supra. 
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subsidiaries of, percentage 
owned by public, IV,I32 
railroad, 

basis of security,l43 

property underlying,l43 
redemption of, 1,31 
refunding,I,50 

basis of strength,I,53 
sale of by bankers, in expansion, 

IV,i88 
second mortgage,! 4548 
secured by credit, lA^fi? (See 

also main head "Bonds secured 

by credit" below) 



Bonds — Continued 
secured by property, I41 (See also 

main head "Bonds secured by 

property" below) 
short-term,!,28 
terminal,!47 
third mortgage,l48 
timber, sinking funds for,!II,i35 
treatment of at reorganization, V,I3 
underlying (See "Underlying 

bonds") 
wharf,l47 
Bonds secured by credit, 

adjustment,!33 
assumed,!,69 
classification of,!4i,67 
convertible, 187 (See also "Bonds, 

convertible") 
debentures,!,77 (See also "Bonds, 

debenture") 
guaranteed,I,7i 
income, 1,82 (See also "Bonds, 

income") 

ioint,!,74 
participating,!,87 
preference,!,83 
receivers' certificates,I,68 
Bonds secured by property, 
car trust certificate,!,89 
classification of,!4i 
collateral trust,!,54 
consolidated mortgage, 1,50 
divisional,! 45 
equipment,!,89 

extension and refunding,I,52 
first mortgage,!4i 
general mortgage,I,50 
refunding,!,50 
second mortgage,!48 
special direct lien,!46 

bridge,!47 

dock,!47 

ferry,!47 

land grant,!47 
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Bonds secnred by property— Co «- 


Capital— TontwM^rf 


linued 


increase of. effect on production, 




lV,i4,i8 


term ina! ,1,47 


invested, effect upon financial 


warehouse,l47 


plan,! 1,48 


wharf,l47 




speculative class,I,38 


raising, relation to reduction of 


third mortgage.I,4i8 


fixed charges at reorganiia- 


Borrowed capital, 


tion,V.96 


charges for,III,25 


sources of in expansion. 


coat of. how paid.IIU7 


reinvestment of surplus eam- 


Bridge bonds,U7 


ings.IV.i68 


Business associations,!,! I 


sale of permanent obligations. 


Business organization. 


1 V.I 72 


evolution of periods, IV, 1 39 


sale of securities to banks. 


first stages of, small unit,IV.t3g 


IV.1&. 


immediate stage of. 


sale of temporary obligations. 




! V.I 72 ^_ 


gentlemen's agreement, IV, 14 1 


sources In promotion, ^^^^^H 


pools,! V, 142 


call loans,ll,22 ^^^^^H 


trade 3SSOciations,lV.i46.I5I 


commercial paper, 11,22 ^^^^^^^| 


Buying department of distributing 


long-term Iwnds. 11,23 


bankers at promotion,II,i3i 


short-term notes.IMs 




stock.Il.23 


lV,6i 


Stock (See "Stocks, capital") 


C 


use of term. 1,5 

working, lack of as a cause of 


Call Ioans,n,22 


failure.V,26 


Call money, source,II,34 


Capital surplus account,ni.47 


Capital, 


Capitalisation, 


borrowed. 


definition of.l4 


charges for,III,29 


of railroads, effect of rcorganiia- 


cost of, how paid,I!l,37 


tion upon, V, 1 60 


charges, excessive, payment of as 


plans (Sec "Financial plans") 


a cause of failure. V,22 


Car trust certificate ,1,89 


definition of,M 


Causes of failure (Sec "Failures, 


distribution of as a fundamental 


causes of") 


cause of failure, V,22 


Certificates, 


ease of getting, effect on dividend 


of part ownership,!,i3 


poliey.in,7g 


receivers'. 1,68; V,I03,I07 


economist's conception of ,1,3 


voting trusl,n!,i47 


elemental conception of.1.3 


Chain stores. 


factor of production.! V. 14 


articles most successfully sold 


gross, definition of,!^ 


by.IV,63 
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Chain sUtn»~Conltttued 


Competition, 


economical operation of,IV,6i 


efFect upon financial plan of pub- 


"short-cut" devices in admin- 


lic utility,II,68 


istration, I V,6 1 


excessive, as a cause of failure. 


wholesale buying.IV,6i 


V,n 


successful types of industrial 




combinations,IV,5? 


railroads,V,i3 


tj-pea of,IV,6o.63 


Competitive businesses, earnings of. 


Changes in demand, 


check upon probable earnings 


as a cause of failure, V,3I 


of new enterprisc,ll,49 


reserves for,III,69 


Complaint, bill of,V,46 


Changes of names of reorganiied 


Conflicting interests, adjustment of 


corporations,V,59 


claims at reorganization. 


Claims at reorganization. 


bondholders.V.6i 


adjustment of 


general creditors, V,62 


bondholders-.V,6i 


Consent reeciverships,V44 


creditors',V,62 


Consolidated mortgage bond$,I,50 


striker s'.V,ic6 


Consolidations (See also "Indus- 


age of, effect upon priority. 


trial combinations and con- 


V.ioi 


solidations," "Railroad con- 


Closed issues, bonds.1,24 


solidations") 


Collateral trust bonds (See "Bonds, 


financial plan of ,11,58 


collateral trusD 


formed by, 


Combinations (See "Industrial 


lease,IV.74 




mer8er,lV,73 


tions," "Railroad consolida- 


outright purchase,!V,50 


tions") 


nature of, IV, 137 


Commercial paper market, source 


Const ructi or companies, in rail- 


of funds for,lI,24 


road promot ion, 11,91 


Committees, protective (See "Pro- 


Onsumcr's goods, regularity of 


tective committees") 


earnings on,lll,8g 


Common stock (See "Stocks, com- 




mon") 


of in refunding bonds at rt- 


Community of interests.IV,iS4 


org3nizaiion,V,i45 


foreign trade corporations, IV, 160 


Contingent rentals (See "Leases") 


formed by, 


Contracts, 




covering convertible bonds.I.138 


ity stock intcrests,IV.i57 


operating, cancellation of at re- 


interlocking directorales,IV,i57 


organiMtion,V,i55 ^ 


(kneral Dectric Company illus- 


Control, M 


tration of.IV,i63 


balance of, effect upon financial ^| 


purpose of,IV.i54 


plan.11,47 ■ 


Compensation for wasting assets. 


continuation of by bond rather ^M 


111,9 


than stock bsue3,IV.i83 H 
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CoatKH-CentiHued 




in nulroad consolidations,! V.Sz 


importance of.I.x 


advantages of.lV.Sj 


influence of,I,xii 


metliods of acquiring.! V.&j 


management of, separated from 


methods of retaining during ex- 


ownership,! .xiii 


pansioti, 




collateral tnist bond issue. 


managers,!.xiii 


1V,88 


reorganized (Sec "Reorganiza- 


exchange of stock,! V,8s 


tions") 


purchase of sharcs,!V,84 


Credit, bonds secured by (See 


stock, how effected in railroad 


main head "Bonds secured by 


controI,!V32,83 


credit") 


Convertible bonds (See "Bonds, 


Creditors, 


convertible") 


assessments of in industrial re- 


Convertible issues (See also 


organization5,V,I72 


"Bonds, convertible") 


bilI,V,46 


description of,!,i37 


general, adjustment of claims at 


period of coi!vertibility,I,i4S 


Teorganizalion,V,& 


purpose of,!, 147 


protective committees at reor- 


Corporate mortgages, foreclosure 


ganiiation,Vj3 (See also "Pro- 


of.V42.56 


tective committees") 


Corporate properties, private sale 


Cummins Bill,IV,69 ^^^H 


of under foreclosure,V,s8 




Corporate securities (See also 


value ^^^^^H 


"Bonds," "Preferred slock." 


^^1 


"Stock, common," "Equipment 


D 


obligations") 


Dead reckoning, estimating earn- 


bonds as distinguished from 


ings thereby for promotion, 


stock,!,! 13 


11,50 


importance of.I.xi 


Debenture bonds (See "Bonds, 


kinds of,l,3 


debenture") 


preferred stock, status o£,l,ii3 


Debts, 




contracted during receivership. 


bonds.1,113 


payment of,V,io6 


Corporation finance. 


floating (See "Floating debt") 


basis of. I, XV 


Decree of sale, corporate proper- 


definition of,!,viii 


tie5,V.57 


economic and social influences 


Deductions from net profits (See 


of,I,xii 


"Net profits, deductions from") 


field of,I,xiv 


Deferred assets. 


Corporations, 


unprofitable improvements ac- 




counted for as. 1 11,68 


failure of (See "Failures, causes 


Demand, changes in. 


of) 


as a cause of failure, V,2I 

^ . J 
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Demand, changes kt—Coniinued 
effect on obsolescence of ma- 

chineryJII,22 
reserves £orJII,69 
Denominations, bondsJ,2i 
Depreciation, 
charges, 
distinguished from repair 

charges,III,i5 
railroad failures postponed by 
reduced,V,68 
defined,III,io 
nature of,III,i4 
reserves for,III,i4 
amount set aside,III,i8 
gross earnings regarded as 

offset toJII^ 
new construction as offset to, 

objectionable practices in re- 
gard to,III,26 
when unnecessary,III,i7 
Diminishing returns (See "Lzw of 

diminishing returns") 
Direct lien bonds, 
bridge,l47 
dock,l47 
ferry,l47 
land grant,l47 

terminal,l47 
wharf ,147 

Direct sale of securities by issuing 
company at promotion,! 1, 146 

Directorates, interlocking, form of 
community of interests,! V, 157 

Discounts, 
adjustments for, when made, 

111,31 
bank,I!!,3i 
deduction from net profits, 

111,31 
bonds,!!!,37 
accounting for,!!I,37 
adjustment for,!II,38 



I>issipation of assets, prevention of 
for protection of preferred 
stockholders,I,i29 
Distributing bankers (See "Bank- 
ers, distributing^') 
District associations,IV,i46 
organization of, IV, 146 
purposes of,IV,i46 
Dividends, 
accumulative, reorganizations to 

extinguish, V,i76 
bank stock, expediency of de- 
daring,! II, 123 
bonds distributed as, III,98,iii 
cumulative,!, 124 
value of, 1, 125 
declaration of, expediency, 
illustrations of,III,ii4 
manufacturing businesses. III, 

114 
public utility,III,ii8 
railroad,!!!,i2i 
declaration of, factors determin- 
ing,III,72,76 
confidence in accounting,! 1 1,77, 

80 
ease of getting capital,I!I,79 
maintenance of dividend rate, 

111,77 
reinvestment in busiue8S,II!,77 
declaration, regularity of, 
advantages of,II!34 
effect of type of businesses, 

111,89 
illustrations of,I!I,87 
requirement of,!I!,82 
reserves for,!!!,86 

extra,!!!,97 

on stocks of other companies, ac- 
counting for,!! 1,32 

proportion of to income, effect 
on financial plan at promotion, 

1144 
rate,!,i2i,i23 
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TAviifni^-CoHtinutd 


Earnings — Conlinued 


5crip,IIl,t)g 


regularity of. 


stock (Sec "Stock dividends") 


effect of types of busines5,IIl,89 


H unearned, payment of as a cause 


effect upon financial plan.lUs 


■ of failure.V^ 


law of,in,92 


^1 Divisional bonds.l^; 


reorganized railroads. 


^B in railroad reorganizations. 


ascertained from actual opera- 


^M classes of,V,i35 


tions.V,5i 


H treatment of.V.iji 


estimated from receivers" re- 


m Dock bonds.l47 


ports,V.Si 


^ 


retention of ,111.76 


E 


surplus, reinvestment of as 


Earning power, basis of value,l43 


source of capital in expansion. 


Earnings, 


IV.168 


^L comparison of estimated with 


Economic value, basis of. 1 43 


^M actual earnings of industrial 


Electric interurban road, promo- 


H consolidationsJV^i 


tion of.n.ioi 


^M competitive businesses, check 


Engineer's work in promotion. 


^B upon probable earnings of new 


11,30 


H enterprise,! 1,49 




^r creation of surplus,III,50 


conditions of issue.I.ioi 


estimated by dead reckoning, 


Equipment, economy of large-scale 


11.50 


purchase of by public utility 


estimated, effect upon financial 


holding company,! V,i 18 


plan,ll4tM4.s6 


Equipment obligations. 


future, tested by invested capital. 


definition of.I.Sg 


11^ 


equipment covered by. 1. 1 03 


gross, 


guarantees of, 1, 108 




history of,! ,90 


H tingent reiilal,IV,75 


importance of.I.ga 


H indexes of value of public 


increased use of, l.ga 


H utility at promotion,II,75 


investment strength of.I.iI2 


H regarded as offset to dcprecia- 


lease seeuring.1,101 


H tion reserves,III.28 


plans of issue,!. 99 


^M industrial combinations, corn- 


New York.I.ioi 


el pared with previous earnings 


Philadelphia,!. 99 


^M under competitive conditions. 


policy g:oveming,!,i02 


■ IV^a 


reasons for use of.I.94 




reorganization experiences of. 


tingent rental.IV,7s 


1,109 


overstatement of, significance of, 


value of equity behind.!, 106 


in,72 


E<|uity, 


■ preferred stock, lien on,[,i2t 




H prospective of utilities,! 1, 70 


1.106 
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Equity — Continued 

protection of, of preferred 
stocks,I,i30 
Established enterprises, 

exploitation of,II,9 

underwriting S3mdicates for at 
promotion,II,io7 
Estimated earnings, c6mparison 
with actual, of industrial con- 
solidations,IV,22i 
Expansion, (See also "Industrial 
combinations and consolida- 
tions," "Railroad consolida- 
tions") 

increased profits test of expedi- 
ency of,IV,9 

industries, effect of increased 
labor costs,IV,2i 

motives, 
creative impulse,IV,S 
desire for large business,IV4 
economic,IV,6 
speculationJV,6 

point at which improfitable,IV,io 

problem of, 
finance,IV4 
organization,IV4 
railroads,IV,70 

sale of new securities to stock- 
holders, requirements of suc- 
cess,! V,203 

sources of capital for, 
reinvestment of surplus earn- 
ings,! V,i68 
sale of permanent obligations, 

!V,I72 
sale of securities to banks, 

IV,i8o 
sale of temporary obligations, 
!V,I72 

unprofitable as a cause of failure, 

V,I4 
manufacturing businesses, V, 14 

point of,!V,io 



Expansion — Continued 
unprofitable as a cause of fail- 
ure — Continued 
public utilities, V,i5 
railroads, V,i6,67 
Experts, services of at reorganiza- 
tions, V48 
Exploitation, 
established industry,II,9 
patented articles for, 
general consumption,II,6 
manufacturers,I!,7 
Exporting companies, successful 
type industrial combinations, 
IV,65 
Extension and refunding bonds,I,52 
Extra dividends,III,97 



Failures, 
causes of, fundamental, 
capital charges excessive, V,22 
capital, distribution of,V,22 
demand, changes in,V,2i 
excessive competition, V, 11 
payment of unearned dividends, 

V,22 

swnmarized,V,ii 

unprofitable expansion, V,i4 
causes of, superficial, V,26 

lack of working capital, V,26 
external signs of,V,27 
industrial, V, 166 

manufacturing businesses, V, 13 

partnerships, V,5 

public utilities,V,i5 

railroads (See "Railroad fail- 
ures") 

reorganization, result of,V,5 

signs of, extemal,V,27 
Ferry bonds,l47 
Finance, (See also '^rporation 

finance") 
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^ Tmance— Continued 


Financial phns— Continued 


dclinition of,I,vii 


securities issue d,ll44 


elemental conception of.lj 


specialty manufacturing business. 


private, 


n.57 


■ classification o£,i,viii 


First mortgage bonds (See "Bonds, 


H definition of.I.vit 


first mortgage") 


■ public, definition ofj.vu 


First tnortgage liens on entire sys- 


■ relation of to expansion,IV4 


tem, refunding of,V,I40 


Financial aid to subsidiaries, by 


Fiscal agent's work in marketing 


public utilities holding corn- 


low-grade securities,!!, 154 


pan ies. I V, 122, 1 24, 1 25 


Fixed capital, effect of varying cost 


Financial plans. 


of under constant bbor costs. 


axioms, 1 1,40 


!V,I6 


banker's responsibilitj' tor,n,39 


Fixed charges. 


bond issue determined by propor- 


classes of securities found at time 


tion of fixed charges to in- 


of railroad reorganization,V,i30 


come,n^ 


contracts , operating, cancellation 


considerations determining, 1 1 j8, 


of at reorganiiation,V,I5S 


40 


industrial reorganizations to re- 


control of enterprise,!! 40,47 


lieve burden of.V,i74,i83 


cost of property, II41 


interest on bonded debt, reduc- 


eamings.114044 


tion of, at rcorganization,V,i5j 


estimated earnings,!!. 56 


net, extent to which reduced in 


investment traditions,II,56 


past reorEanizations,V,i57 


security market,H4(Vl6 


proportion of to income,!! 44 


value of tangible asstts.II^o^i 


reduction at. V,i2g 


con»olidations,Il.s8 (See also 


capital, raising, relation to,V,g6 


"Industrial combinations and 


interest on bonded debt (See 


consolidations," "Railroad con- 




solidations") 


curities-) 


definition of,IIj8 




cfFcct of market traditions upon. 


159 


!I,46 


leases, cancellation of,V, 1 55,157 


formulated by banker,I!,39 




manufacturing company ,I1,5Q 


use,V,i5i 


new enterprise, effect of com- 


procedure, V, 131 


petitive businesses on.II^g 


voluntary reorgani2ations,V,iS9 


preferred stock, proportion of 


Fixed property, financing of,IV,I77 


dividends to income, 11 44 


Fixed rentals (See "Leases") 


public utility,!!,6l 


Floating debt. 


effect of competition on,!!, 68 


industrial reorganizations to re- 


effect of future of district on. 


lieve burden of,V.i8i 


11.67 


payment of at reorganization. 


railroads, small.11,58 


V,i05 



2IO 



prorisioiis, limitmg for protec- 
tioD of p r ef erred slocks»l,i32 

raulroad failures p ost p on ed by in- 
crease iii,V,i66 

treatment of at reorganization. 

Foreclosure; 
on corporate mortgage, doctrine 

of,V42^ 
mvate sale of corporate proper- 
ties nnder,V,58 
Foreign bondholders' conunittees at 

reorganization, V,34 
Foreign trade, 
corporations, 
illustration of community of in- 

terest8,IV,i6o 
provisions of Webb Act re- 
garding combinations of JV, 

industrial combinations to foster, 

Fosdick V. Schall, rule in regard- 
ing priority of operating ex- 
penses over capital charges. 

Friendly receiver8lUps,V44 

Full-paid 8tock,I,i6 

Future earnings, estimate of 

checked by invested capital, 

1148 



agrcfmfnfs,TV,i4i 
period of, for prior claims, 
r c o r gan ization,V,ioi 



General creditors, legal status at 
time of reorganization, V,63 

General Electric Company, illustra- 
tion of community of inter- 
ests,IV,i63 

General mortgage bonds,I,50 

General reorganization committees, 
V,35 (Sec also "Protective 
committees") 



dflinitioo of,I,4 

distingnidied from net capital, 

U 



as an oflFset to d^redatioQ re- 



basis of co mputi ng contingent 

rentaUV,75 
index value at promotion of 

puUic utilityjl,75 

Gross income of public utility htM- 
ing company compared widi 
netJV,i52 

Gross profits, dividends on subsi- 
diaries' securities a part of. 

Guaranteed bondsJ,7i 

value of guaranteej,72 
Guaranteed equipment obligations, 

1,108 
Guaranteed subsidiary's securities, 

accounting for losses from, 

111^5 

H 

Holding companies, 

banking,IV,i34 

investment,IV,i34 

management,! V, 1 34, 1 36 

public utiUty (Sec 'TubUc utiUty 
holding companies") 
Hydro-electric plant, promotion of, 

syndicates for,II,iio 



Improvements, unprofitable, ac- 
counted for as deferred asset, 
ni,68 
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Income, 


Industrial failures,V,13,l66 


account.ll 1,5.6 


causes of. 


basis of. at promotion,! 1,41 


capital, distribution of,V,2a 


gross and net of public utility 


demand, changes in.V,2I 


^L holding company compared. 


excessive capital charges, V,22 


■ IV.132 


excessive competition, V.i i 


V net (See "Net proEts") 


unprofitable expansion,V,I4 


proportion of fixed charges to at 


Industrial prosperity. 




effect upon financial plan of pub- 


taxation of,IlI,ii2 


lic utility at promotion,! 1.65 


Income bonds (See "Bonds, In- 


indices of, 11,66 


come") 


Industrial reorganizations. 


Industrial combinations and con- 


accumulated dividends, extinction 


solidations, (See aJso "Con- 


of.V,i76 


solidations," "Expansions") 


causes of (See "Industrial fail- 


comparison of estimated and 


ures, causes of") 


actual eaniings,IV,23i 


characteristics of,V,i62 


cycles of, 


classes of, V, 1 74 


major.lV,36 


compared with railroad reor- 


minor,IV,35 


ganizations, V, 162 


earnings of compared with previ- 


failure as a cause of (Sec "In- 


ous earnings under competitive 


dustrial failures") 


conditions,! V,42 


financial plan,V.i67,i74 


economic postulates pertaining to 


fixed charges, changes in.V,I74, 


fonnation,IV,43 


183 


end of movement, reasons for. 


floating debt to reUeve,V.i8i 


attitude of the law,!V,39 


management of by bankers, V,l69 




money from creditors,V,i72 


ladc of success,!V,38 


names of new companies, V,S9 


for foreign trade,lV,67 


new money in.V,i68 


Webb Act,lV,67 


purpose of, V, 166 


integration a factor.IV.SS 


receivers' certificates in. V, 167 


promotions of, 11. 14 


sale ^H 


successful types,lV,54 


stock,V.i69 ^^^^H 


cliain stores, I V,57 


treasury assets, V,i63 ^^^^H 




mil!s.V,i7o ^^^H 


^L industries where automatic 


types ^^^^H 


^M tools can be substituted for 


voluntary.V,i85 ^^^^H 


■ hand l3bor,!V,S4 


^^^H 


^M sliipping companies,! V,65 


average annual returns from ^^^^H 




stock dividends of,!ll,io6 '^M 


^M weakness of, 


dividend rate on,I.i2i ■ 


H human defect,!V,47 


expansion of, effect of increased ^M 


■ sizcIVniS 


labor costs,IV,2i ■ 
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Indttftrialfl— CoMfmM^i 
participating preferred stocks, 
1,127 

Instalments for sinking fund re- 
serves (See "Sinking funds") 

Insurance offered by underwriting 
syndicate,II,ii2 

Insurance reserve for,III,6o 

Integration, factor in success of in- 
dustrial combinations,IV,55 

Intercompany holdings, accounting 
for profit of,III,32 

Intercompany securities, percentage 
of held by parent,IV,i32 

Interest, 
bond, 
charges for, paid to other com- 
panies deduction from net 
profit,III,3i 
rate on,I,22 
reduction of at reorganization, 

V,I55 
controversies over for income 

bonds,I,84-^ 
priority of claims to, relation of 

priority to lien,l48 
received from other companies, 

addition to net profit,III,32 
Interests, community of (Sec 

"Community of interests") 
Interlocking directorates, form of 

community of interests,IV,i57 
Intenirban electric road, promotion 

of,II,ioi 
Invention of new machinery, effect 

on obsolescence,III,22 
Inventories taken at time of reor- 
ganization, V48 
Inventors, as promoters,II,5 
Invested capital, future earnings, 

estimate of checked,Il48 
Investment, 
of sinking fund reserves,III.i38 
securities, marketing of at pro- 

motion,II,i29 



Investment— Conliwiigrf 
status of bondsj^ 
debenturesJtTS 
equipment 6bligatioiiaXxi2 
mortgages,I,43 
preferred stodcJ[,i26^i32 
traditions, effect on fiwaiwial phn 
at promotionJI,s6 
Investment bankers, 
economic usefulness of at pro- 

motionJI,25 
effect of competition between on 
marketing new securities, at ex- 
pansion,IV,i93 
functions of JI,2i,26 
distinguished from those of in- 
stitutional at promotian,TT,a4 
maintenance of market by dar- 
ing promotion,II,36 
sale of securities byjl,26^i29 
selection of enterprises t^JI^sp^ 
types,II,i29 
wholesale,II,i30 
Investment holding companies,IV, 

134 
Involuntary reorganizations,V,38^ 

159 



Joint bonds,i75 
Junior securities, 
refunding of at reorganization, 

V,I40 
treatment of in railroad reorgan- 
izations, V,I49 



Labor, 
conditions, effect on machinery 

and obsolescence,III,22 
costs, 
high, effect on scale of produc- 
tion,IV,i9 
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Labor— CtrnttMUfd 


Leases— Confimifrf 


costs — Conlinued 


contingent rentals— Con/inofd 


increase of, effect on cost of 


when specified,! V. 74 


prodaction.IV,3a21 


fixed rentals. 


low, effect on scale of produc- 


advantages of.IV.gi 


tion,! V, 19 


forms o£.lV3o 


effect on cost of production of 




varying quantity of,lV,is 


IV,73 


Lack of working capital as a cause 


when specified, !V.74 


of failure. V,26 


railroad consolidation effected by. 


Land grant bonds,! 47 


1V,73 


Law of balanced return.IV, 10,24 


securing equipment obligations. 


application of, IV, 33 


1,101 


extraordinary business ability a 


treatment in railroad reorganiza- 


cause of exception to,IV,53 


tions.V,i5S 


social aspects of.IVja 


Legal aspects of reorganization. 


Law of diminishing r«ums,IV,io 


V,4a.57 


application to manufacturing in- 


Liberty bonds distributed as divi- 


dustries, 


dends,II!,iii 


capital, effect on product of 


Uens, 




first mortgage, on entire system. 


effect of varying cost of labor 




under constant capital costs. 


V.140 


IV. 19 


priority of. 


effect of varying costs of fixed 


on assets,!,! 16,130 


capital under constant labor 


on earnings,!,! 21 


costs,lV,i6 


relations to priority of interest 


labor, effect on product of 


payment,! 48 


varying quantity of.IV.lS 


Liquidation, status of preferred 




stock at,I,ii6 


problems of,IV,15 


Loans. 


Lawyer's work in promotion,! 1,31 


cal!.ll,23 


Leases, 


for syndicate account.! 1, 122 


advantages of in forming con- 


proportion of fixed charges to 


solidations,! V,74 


income,! I44 


burdensome, cancellation of at 


Loan syndicates at reorganization. 


reorganization, V. 1 55 


V.127 


consolidations effected by,IV.74 


Long-term bonds .(See "Bonds. 


contingent rentals. 


long-term") 


K fairest form of.IV.TS 


Losses under guarantee, accounting 


H gross earnings basis of com- 


for,I!I.35 


H putation.!V,7S 


l^-w-grade securities, marketing of 


^ft net earnings basis of compnta- 


at promotion,! 1, 153 ^^^^^| 


■ tion,!V.75 


1 
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M^^lM^rY» <)hs4>l1^$cenc« due to, 
cKAtvit^ in d«aiJUidLlll»2a 
Ub>«.>r v\HHiitk>n$»nLu 

M«^m lin<e tttnkrlyin^ mortgages at 

KlaiuttiiAtiv^ vScif •'Deprtciation* 

M^iutin^aiK^ oC market hy bankers 

l^\ )vr\%motivvn.U.i44 
MaHAK^^^*"**^ ^f hv^Kiiwg companies, 

MauAltemrnI of cv^rporations, sepa- 
rate fr\un owner5hip»Uxui 
Mauc^trrs of syndicates at promo- 

tUMiJlau\ii5 
M«iuifactuiTrs« 
an pi^m\oters.ll.ii$ 
raploitati\m of patented articles 

(orjij 
Manufacturing iH^xpanies, 
muicn of failure of.V.U 
dlvivlruvU, expediency of declar- 

inii.tUjM 
raining caiu^city of tested by 

earnings of other concerns, 

U.40 
Ananilnl plan of at promotion, 

11.48.50 
|)ond iii)iue,ll,45 

Irtw i»f ImlaniTd return (See 
•'l.ttw (»f UttlttmTd return") 

tiiw t»f dhninijihed returns (See 
'*l.nw of diminishing returns, 
application to manufacturing 
Induittrirs**) 

uprcUlty, fnmncinl plans at pro- 
motion of,11.5.i7 
Mnrkrt. 

for investment securities.II.iag 

for h»w-Krudc securities,II,i52 
appeal, methods of,II,i6o 



Hzrket—Conihued 
maintenance of by distribatiiiK 

bankers,II,i44 
traditions, effect tipoo fina t wSyl 

plan at promotion,!!^ 
width of, e£Fect upon — 

expansionJVyiQO 

financial plan at promotioii. 

sale of new securitiesJVpiQO 
selling new securities to bank* 
ers,IV,i92 

Massachusetts electric roads, pro- 
motion of,II,IQ2 

Massachusetts voluntary associa- 
tions J, 11 

Maturity date, bonds,I,2i 

Merger, use in railroad consolida- 
tions,IV,73 

Mining bonds, sinking funds for, 

111,135 
Minority stock ownership, use in 

community of interestsJV,i57 
Money, new, 
need of at reorganization, V36 
payment of debts contracted 

during receivership, V, 106 
payment of floating debt,V» 

105 
payment of strikers' claims. 

V,io6 
working capital, V,I07 
source of at time of reorganiza- 
tion, V,io7 
assessment of creditors,V,i72 
assessment of stockholders, V, 

109.170 
for railroads, V, 102 
receivers* certificates, V, 167 
sale of securities in treasury, 

V.108 
sale of securities to bankers, 
V.109 
Monopoly price, theory of,II,6i 



^^^^^^^^^P GENERAL fl 


Mortgaee bonds (See "Bonds, 


Net pToEts—CoKlitwed 


mortgage") 


deductions from — Continued 


Mortgages, 


payment for patent rights. 


corporate, foreclosure of, ¥42,56 


111.37 


underlying, main line and divi- 


rentals,ni,34 




New business, facilities for solicit- 




ing by public utility holding 


N 


companies,! V, 121 


New construction regarded as an 


Names, changes in, of reorganized 


otTset to depreciation reserve. 


corporations. 


111.27 


industrial,V^ 


New enterprise, effect of earnings 


public 9ervice,V.S9 


of competitive businesses on 


Negotiations in promotion.ll.85 




Net assets as basis of stock divi- 


11,49 


dends.ni,i02 


New machinery, effect on obso- 


Net capital, 


lescence of old,IlI,22 


definition of,l4 


New money (See "Money, new") 




New securities (See main head 


U 


"Securities, new, sale of") 


Net earnings as basis of computing 


New York and Erie reorganisa- 




tion of i859,V,75.77 


Net income of public utility hold- 


New York plan of issue of equip- 


ing companies compared with 


ment obligations,!, 1 01 


gross.IV,i32 


Non-assenting security holders at 


Net profits. 




additions to. 


Note issues in promotion of public 


annual Instalment of bond 


utility.! 1.77 


premium ,111 39 


Notes, short-term ,1,64 


discounts taken.l 11,31 


source of funds for at promo- 




tion,ll,23 


companies, 11 1 J2 


^^H 


interest received from other 


^^H 




Obsoiescence.111,21 ^^^^^H 


payments for patent rights, 


causes oS.Ul^ ^^^M 


nij7 


changes in demand.lll.22 H 




changes in social conditions, 1 


defined,ni,6 


111,22 ■ 




changes in style,III,22 H 


deductions from, 


invention of new machinery, H 


anual instalment of bond dis- 


111,22 m 


count,IIIj8 


labor costs,lI!,z2 ^IM 


bank discount. 111,31 


computation of,llI,24 ^^^^^H 


bond interest,ni,3i 


" 1 
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Profits, 

confusion in using tenn,III,7 

gross,III,32 

intercompany holdings, account- 
ing for,III,32 

increased, test of expediency of 
expansionJV,9 

investment bankers at promotion, 
II48 

subsidiaries, accounting for,III,33 

underwriting syndicates at pro- 
motion,II,i25 
Promoters, (See also "Promotion") 

characteristics of,II,i7 

construction estimates of,II,i2 

inventors as,II,5 

legal status of,II,20 

manufacturers asjl,i5 

psychological characteristics of, 

11,5 
trust,II,i4 

work of,II,3 

Promotion, (Sec also "Promoters") 

accountants' work in,II,3i 

distributing banker's part in,II,2l 

engineer's work in,II,30 

established industry,II,9 

financial plan, formulation of, 

hydro-electric plant,II,8o,iio 
industrial combinations,II,i4 
lawyer's work in,II,3i 
Massachusetts electric roads, 

11,102 

negotiations in,II,85 

options in,II,i5 

patented article,II,6 

profits of, II, 19 

public utility (See "Public utili- 
ties, promotion of") 

railroads,II,89 
bonds issues,II,98 
construction companies,II,9i 
electric,II,i 1,101 



Promotion — Continued 
railroads — Continued 

small,II,98 

steam,II,io 
rejection of projects, reasons for, 

11,32 
securities issued at,II,44 
stages of,Il,3 
steps in,II,38 
strife in,II,85 

voting trusts at time of, III, 149 
Property, 
as security for bonds (See main 

head "Bonds, secured by prop- 

erty") 
corporate, private sale of under 

foreclosure, V,58 
cost of, e£Fect upon, 

financial plan of company pro- 
motedfll^i 

income of company promoted, 

fixed, financing of at expansion, 

IV,I77 
operation by distributing bankers 

after promotion,II,i45 
preservation of by repair charges 

and depreciation reserveJII,i6 
self-liquidating, financing of at 

expansion,I V, 1 77 
Prospective earnings of utilities at 

promotion,! 1,70 
Protective committees at reorgan- 
ization, 
character of,V,34 
creditors, V,J3 
general reorganization commit- 

tees,V,35 
membership, V,3S 
number of,V,34 
organization of,V,3l,32,36 
personnel, caliber of,V,35 
powers of,V,36 
responsibilities, V,3S 
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Protective committees at reorgan- 


Public utility holding companies— 


ization — Co nlinued 


Continued 


stockholders .V,33 


advantages of — Continued 


work of, adjustment of confUct- 


economy in large-scale pur- 


ing interests, V,6o 


chase of equipment,! V, 1 18 




financial assistance.IV.iza 


Public requirements, reserves for. 


soliciting new business,! V, 12 1 


111,65 


superior technical efficiency,! V, 


Public service corporations. 


114 


reorganized, changes in names of, 




V,5g 


bonds. 


short-term notes convertible into 


collateral trust,!V.i27 


long-term bonds,l,i43 


debentures,! V, 127 


Public utilities, (See also "Public 


of subsidiaries, percentage 




owned by publicIV,i32 


bands, sinking funds forJIl.isS 


percentage of owned by pub- 


causes of failure, V,I5 


lic,IV,i32 


dividends. 


common stock, percentage of 


expediency of dedaring.Ul.itS 


owned by publicIV.ija 


stock,III,io8 


comparative gross and net in- 


financial plan of at promotion. 


comclV.132 


11,61.63 


financial aid to subsidiaries, 


bond issues,II,75 


indorsement of securities,IV, 


earnings, cScct upon,II,63 


125 


future of district, effect on. 


marketing securities,! V. 125 


11,67 


money advances,IV,I22,i24 


note issucs.11,77 


financial structure of.IV.iag 


preferred stock issucs,11.77 


form of.IV.i09 


reorganized,! 1,67 


intercompany owned securities. 


price offered at promotion "ten 


percentage of,IV,i32 


limes net,"II.72 


preferred stock, 


promotion of determined by, 


issue of.!V.i27 


competjtion,n,64 


of subsidiaries,IV,i32 


economic possibilities. 1 1.64 


percentage of owned by public. 


history of district on,II,64 


rV.132 


human factors in,ll,8s 


types of,IV,i28 


industrial activity ,11, 64 


Published reports, verification of at 




Teor(!anization,V48 


value of at promotion deter- 


Purchase syndicates at reorganiza- 


mined by gross earnings, 11, 75 


Uon,V.i27 


Public utility holding companies 


Purchasing, 


(See also "Public utilities") 


economy of large-scale by public 


advantages of.IV.113 


utility holding company,lV,n8 


business dealings with pubUc, 


outright, consolidation effected 


I V.I 18 


by.lV,92 
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ktts<JVj3 (See ate ^jtmstsT) 

stock cv>«itrQiUVj8a 

■MtlKxb o£ stwlyJVjo 

feriodj of J\\$4 

SQrsltms^IWloo 
f ttctv>r5 in fonnatk» o£»IV»ioi 
methods of buiklinsJV.iQS 
ol 9orsltm$«IV»io6 

Ikrotti^ Unes^IV^ 
Inroad exiKMisioQ. 

KUtorkitl importmnce ofJVjo 

iiiflhods of study of JVjo 
RiLklroAd faihir«s» 

ctius^ of, 
c«|4t«l« distribution of»V«a2 
cxctssi\*e competition, V,i I 

overt xpansion^Vi itw67 
unprofitable expvision,V»i4 

cUs»ification,V.90 

pivktpi^\ed by, 
increase in floating debt.V,68 
miuced maintenance charges* 

t^VIMT* of» 

failure^ fundamental of small 

ii>*tems,V,<33 
fftiturcs, not fundamental, of 

large system5.V,a:»04 
tliortniuh-K<*"*K failures of 
lariie !iy!item»,V.9i 
Kalln^ad properties, extent to which 

iMUulrd.lKlJ 
Hiiln^Atl reorganizations, 
arUliitt from thorough-going 
failure, 
of Urge systems, V,9i,93 



Riilroad reorganizations — C o m • 
Hmued 
anstng from thorous^-going 
iukm-^OHtinued 
of small railroads, treatment of 
bonds in,V,i53 
assessments at time of,V,iO() 

(See "Railroad failures, 
of) 
dassification of,V,90 
compared with industrial reor* 

gamzati<ms,V,i62 
conflict of interests, adjustment 

^ilures as a cause of (See "Rail- 
road failures") 

Bxed charges, reduction (See 
"Fixed charges, reduction of) 

funds, securement of,V,i02 
receiver's certificates, V,I03 

general mortgage bonds, treat- 
ment of,V,i40 

history of,V,7i 

increase in capitalization,V,i6o 

large systems, failure not funda- 
mental,V,i5l 
examples cf,V,i52 
refunding of securities, V,I52 

large systems, thorough-going 
and long-protracted failures, 

V,96.i5i 
leases, treatment of,V,i55 
names, changes in,V,59 
new money, needs for (See 

"Money, new") 
New York and Erie, of 185ft 

V,75.77 
Pere Marquette, study of,V,i38 

periods of, 
1830-1857.V.72 
i86o-i884.V,73 

i884-i893.V,77 
i893-i9o8,VA> 

1913- .V^l 
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Railroad reorganizations — Con- 


Railroads— C(*i(imi«/ 


tinvcd 


participating preferred stocks of, 


present theory of,V,85 


Uz7 


principles of, extent to which de- 


promotion (Sec "Promotion, rail- 


vdoped.V/% 


roads") 


purposes of,V,66 


reorganization of (Sec "Itaihoad 


procurement o£ new money, 


reorganizations") 


V.70 


reorganized, earnings o£,V.5i 


reduction of fixed charges. 


ascertained from actual opera- 


V.69 


tions,V,5i 


reorganisation underwriting syn- 


estimated from receiver's re- 


dicates,V.i22 (See aUo "Syndi- 


ports, V,5 1 


cates, underwriting") 


Ratio, operating, of utilities, 1 1, 71 


securities. 


Ratio of conversions, convertible 


debentures, V, 149 


bonds,!, 141 


divisional bond5,V,i3i.i35 


Receivers (See also "Receiver- 


first mortgage bonds,V,i40 


ship") 


income bonds,V,i45 


appointment ot,V.40,46 


junior,V.i49 


influence on legal aspects of 


note3,V.i49 


reorganisation s,V ,37 


preferred slOcks.V.MS 


petition for,V.32 


underlying bonds <Sce "Under- 


certificates o£,I,68;V,i03,i67 


lying bonds") 


duties of,V47 




legal authority fot,V,io3 


f allures, V, 153 


reports,V.si 


syndicates at time of.V^i 


work of,V47 


traffic accountant's reports ,V,49 


Receivership (See also "Receiv- 


volunlary,V.i59 


ers") 


Railroad systems, 


consent,V44 


factors in foimalion of.IV.ioi 


friendly. V44 


methods of building.IV.ios 


payment of debts contracted dur- 


of systems,! V, 106 


ing, V, 106 


Railroads, 


periods of,V,42 


bond issues, sinking funds for. 


Wabash Railway in 1884, V^' 


111,126 


Redemption, 


dividends. 


of bonds,! ,31 


expediency of declaring,III,iJi 


of preferred stock,!. iig 


slock,lII,i07 


Reduction of fixed charges (See 


failures (See "Railroad fail- 


"Fixed charges, reduction of") 


ures") 


Refunding bonds, 1,50 


financial plans of at promotion, 


basis of strength,l,53 


11,88 


Refunding of securities, first mort- 


influence upon national hfe.l.xii 


gages, liens on entire system at 


kinds of,II,88 


reoreaniz3tion,V,i40 



222 



GENERAL INDEX 



Regularity, 
of dividends (See "Dividends, 

declaration, regularity of") 
of earnings (See ''Earnings, 
regularity of") 
Reinvestment of stockholders' sur- 
plus in business,III,78 
Rejection of promotion projects, 

reasons for,II,3a 
Rentals, 
charges for,III,34 
fixed (See "Leases") 
Reorganizations (See also "Rail- 
road reorganizations," "Indus- 
trial reorganizations") 
adjustment of, 
bondholders' claims, V,6i 
conflicting interests, V,6i 
creditors' claims, V,62 
contemporary, 
financial plan,V,87 
formal procedure of,V,86 
results to be obtained, V,87 
creation of surplus at time of, 

ni49 
definition of,V,3,7 

industrial (See "Industrial reor- 
ganizations") 
involuntary ,V,38 
reduction of fixed charges at, 

V.I59 
legal aspects of,V,37 

legal formalities of,V,55 

decree of sale,V,57 

judicial sale of old corpora- 
tion's property, V,56 

purchase by reorganization 
committee, V,58 

receiver, appointment of,V40 
motives governing, V,30 

economic, V,30 

human or psychological, V,30 

legal,V,3i 



Reorganizations — Continued 

period of preliminary investiga- 
tion, V,52 

period of public discussions, V,52 

plans, 
details, working of,V,52 
formulation of,V,52 
publication of ,V,54 

practice of perplexing, V,4 

problem of,V,3 

procedure, importance of secur- 
ing outward harmony, V,53 

public service corporations, V,59 

railroads, (See also "Railroad re- 
organizations") 

result of failure, V,5 

stages in,V3 

theory of perplexing, V4 

voluntary, V,38 
advantages of,V,j9 
objections to,V,39 

voting trusts at time of,III,i50 
Reorganized public utility, financial 

plan of,II,69 
Repairs, 

charges for,III,ii 
criterion of,III,il 
distinguished from depreci- 
ation charges,III,i5 
period to which chargeable, 

111,12 

reserve for,III,i2,i3 

defined,III,io 
Replacement charges (See "Re- 
pairs, charges for") 
Reserves,III,56 

changes in demand,III,69 

depreciation (Sec "Depreciation, 
reserves for") 

insurance,III,6o 

obsolescence,III,io,2i 

public requirements,! 11,6$ 

repair charges,III,i2 
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Rcse rves — Continued 


Securities (See also "Bonds," 


sinking fund (See "Sinking 


"Equipment obligations," "Pre- 


funds") 


ferred Stock." "Railroad reor- 


social requirements,! 1 1,65 


ganizations, securities," 


special classes o£,llI,56 


"Stocks") 


Uxes,III,57 


bonds (See "Bonds") 


to maintain regular dividends. 


classes found at railroad reor- 


111,86 


ganization, V, 130 


withdrawal froin,ITI,65 


contingent charges, choice of in 


Retail bankers,! 1,13 1 


refunding bonds at reorganiza- 


sale of investment securities by 


tion, V, J 45 


at promotioii,II,i37 


included in financial plan at pro- 


Returns, 


motion,Il44 


balanced, law of (See "Law of 


issued at promotion,! 1,44 


balanced return") 


junior. 




refunding of at reorganization. 


ishing returns") 


V.i4g 


"Rights" (Sec "Privileged sub- 


treatment of in railroad reor- 


scriptions") 


ganization s,V, 149 


Royalties, accounting for,ni,36 


market for, effect on financial 




plan at promotion, 1 1,40,46 




new (See main head "Securities, 


S 


new. sale of") 






Sale of assets,in45 


parent 


treasury, in industrial reorgani- 


indorsement of,IV.i25 


zation,V.i68 


marketing, IV, 1 25 


source of new money. V, 108 


money advances to, IV, 122,124 


Sale of corporate securities, 


sale of to bank, source of cap- 


new.V,i22 


ital.IV,i8o 


to bankers, V. log 


reorganized corporations, 


under foreclosure,V,58 


determination of sale of,Vf49 


Sale of stock iu industrial reorgan- 


sale of.V,io8.i68 


i7ations,V,i6g 


uses to which put.V^g 


Savings bank bonds,Ij6 


sale of block, at promotion. 


Scale of production. 


11,82 


effect of capital costs on,IV,l8 


Securities, new, sale of. 


effect of labor costs on,lV,i9,2i 


by investment bankers at promo- 


ll Schall, Fosdick v., rule in regard- 


tion, 11, 28, 129 


^L ing priority of operating ex- 


direct by issuing company at pro- 


H penses, over capital charges. 


motion, 11,149 


■ V,gS 




H Script dividends,III,99 


low-grade, at promotion, 1 1,152. 


^B Second mortgage, 1 45,48 


154.158 




^,... M 
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Securities, new, sale oi'-X^ontinued 
to bankers at expansion, advan- 
tage of, 
assurance of successful sale,IV, 

188^19 
formation of banking connec- 

tion,IV,i89 
increased width of market for, 

IV,I92 
inexpensive,! V, 193 
to public at reorganization, V,I22 
to stockholders, requirements, 
expansion justifiable,! V,2o6 
old stock widely held,IV,204 
price asked lower than open 
market price,!V,203 
Security, 
collateral deposited asj,54,58 
credit as basis of, 1,67 (See also 
main head ''Bonds secured by 
credit") 
property as basis ofj^i (See 
also main head "Bonds secured 
by property") 
railroad bonds,!43 
uncertainty of in debenture 
bonds, !,8o 
Security holders, non-assenting at 

reorganization, V,6o 
Self-liquidating property, financing 

of,IV,i77 
Selling department of distributing 

bankers,II,i33,i38 
Selling syndicates,II,ii6 
Serial bonds,III,i4i 
Shipping companies, successful 

types of industrial combination, 

IV,6S 
Short-term bonds,I,28 
Short-term notes,!, 64 
market, source of, funds for,!!,24 
public service notes convertible 
into long-term bonds,!. 143 
purpose of issue,!, 147 



Sinking funds, 
for preferred stocks,!V,aoo 
investment of,!!!,i37 
management of,!!!,i37 
mining bonds,!!!,i35 
offset to depreciation reserves^ 

111,26 
of preferred stocks,!!!, 129 
payment to, 

business conditions as basis of, 

III.134 
optional,!!!,i36 

proportional,!!!,i32 

regular,!!!,i3i 

varying,!!!,i32 -; 

provisions for,!!I,i30 
public utility bonds,!!!,i28 
purpose of,!!!,i25,i3o 
railroad bond issue8,!!!,X26 
timber bonds,!!!, 135 
treatment of,!!!,i25 
use in past,!!!,i26 
wisdom of,!!!,i43 
Six months' claims, treatment of at 

reorganization, V, loi 
Size of business, cause of weak- 
ness of industrial combine, 

IV48 
Skilled labor, success of industrial 

combinations not requiring, 

1V.54 

Social conditions, effect on obso- 
lescence of machinery,!!!,22 
Special reserves, necessity of,III, 

Specialty manufacturing business, 
financial plan of at promotion, 

!!,57 

Speculation, appeal to in marketing 
low-grade securities at promo- 
tion,II,i59 

Stock-brokers, functions of distin- 
guished from those of invest- 
ment bankers,!!,25 
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^^Htividends. 


Stocks — Con tinued 


average annual return from 


advantages over bonds in expan- 


stock dividends declared by 31 


sion — Continued 


_l industrials from igo8-l8,!II,io6 




^L avoidance of misrepresentation, 


than fixed charge, IV, 1 85 


■ 111,103 


capital. 


^P bank, expedient}' of declaring, 


definition of, 1,4 


111,123 


import of, proprietary interest, 


care in declaring,IlI,io2 


1.7 


industriab,III,io6 


types of,I.7 


justification of,Ill,io6 


common. 


K net assets, basis of.lU.ioa 


in promotion of public utilities. 


H origin of,in,ioi 


11.79 


^F prevalence of policy of declaring, 


in promotion of railroads, 


^ in, 106 


smaU.II.93 


public utilities.ni,io8 


public utility holding com- 


railroads.1 11.107 


panies, percentage owned by 


taxation of.lll.iiz 


public,IV.i32 ^^ 


yield from,III,io7 


^pes of,I.7 ^^^H 


Stockholders, 


without par value,l,i3 ^^^^^H 


assessments of. 


control (See "Control") ^^^^H 


■ average rate,V,ii4 


duadv ant ages of in expansion 


■ determination of amount, V,I15 


(See "Bonds, advantages over 


H rreferred, participation in man- 


stock in expansion") 


■ agenient.1,134 




H protective committees £or,Vj3 


fuII-paid,I,i6 


H (See also '"Protective commit- 


other companies, accounting for 


W tees") 


dividends on,III,32 


sale of new securities to (See 


preferred (See "Preferred slock") 


"Securities, new, sale of. to 


participating (See "Preferred 


stockholders") 


stock, participating") 


Stockholders' surplu8.ni.72 


premium on, accounting for. 


proportion reinvested in business, 


111.44 


factors determining,! 1 1.78 


privileged subscriptions (See 


Stocks. 


"Privileged subscriptions") 


advantages over bonds in cxpan- 


"rights" (See "Privileged sub- 


sion,lV.i8s 


scriptions") 


better borrowing facilities at 


sale of. 


banks.lV,i88 


during expansion by bankers, 


better investment market in 


prevalence of.IV.196 


states taxing bonds but not 


in industrial reorganisations. 


sIock.IV.i88 


V.169 


greater flexibility in purchase 


source of capital for at promo- 


and sale of property, IV, 188 


tion.! 1,24 
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Stocks — Continued 
treasury, description of,II,i55 
without par value,I,i3 
advantages of,I,i3 
Strikers, 
adjustment of claims at reorgan- 
ization, V,io6pi62 
legal status at reorganization, 
V.I63 
Style, changes in, effect on obso- 
lescence of machinery,III,22 
Subscribers to underwriting syndi- 
cates at promotion,II,i24 
Subscriptions, privileged (See 

"Privileged subscriptions") 
Subsidiaries, 
accoimting for profits of,III,33 
financial aid rendered by parent, 
indorsement of securities,! V, 125 
marketing securities,! V, 125 
money advances to,IV,i22,i24 
provisions governing guarantee 

of securities of,!,i33 
securities of, 
accoimting for,!II,i33 
accounting for losses arising 

from guarantee of,!!I,35 
dividends on a part of gross 
profits,!!I,32 
securities, percentage of owned 
by public, 
bonds,! V, 132 
preferred stock,IV,l32 
"Sucker list,''!I.i66 
Surplus, 
disposition of,III,54 
investment strength of,III,5i 
kinds of,IIl42 
management of,IIl42 
need of in business,II!,77 
origin of,!Il42 
through eamings,III,50 
through reorganization,II!4p 
throus^ sale of assets,IIl45 



Surplus— Con/«n«ed 
paid-in,IIl43 
reinvestment of, source of cain- 

tal,IV,i68 
stockholders,III,72 
Syndicates, 
assistance from, 
at time of financial distress, 

11.1^ 
at time of reorganization,!!, 

1^3 

compensation of at reorganiza- 

tion,V,i26 
loan,V,i27 

managers of at promotion,!!,! 10 
purchase, V,i27 

securities taken by at reorgani- 
zation, V,I22 
responsibility of at promotion, 

!I,iiS 
selling at promotion,!!,! 16 
underwriting,!I,ia4 

as insurers at promotionJI, 

!I2 

at time of reorganizationJI, 

!23 ;V,I22 

classification of,I!,!o6 
compensation of at reorganiza- 

tion,V,!26 
for established enterprises^!, 

107 
for hydro-electric promotion, 

I!,I!I 

forms of,!!,io5 

function of in connection widi 
sale of new securities by cor- 
porations to stockholders^ 

IV,2!9 

functions of assumed by bond- 
holders at reorganizatioi^ 

V,!25 

loans for,!!,!22 

origin of,!!,!04 

profits of at promotioii4I,us 
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Syndicates — Continued 

underwriting — Continued 
purchase of securities by al re- 
organization, V, JZ5 
sellinK,II,ii6 
subscribers to,lI,i24 
Systems of railway systems, IV, 
io6 



Tangible assets, effect on financial 
plan at reorganiiation, 1 1,4041 

Taxation, 
of iiicoine,III,ii2 
of slock divldends,IIl,ii2 

Tax reserves, 111,57 

Technical efficiency of public util- 
ity holding companies,! V. 1 14 

"Ten times net," price offered by 
promoters of public utilities, 
11,72 

Terminal tionds,!^? 

Textile mill reorgamiations.V.iTo 

Third mortgage bonds.I^S 

Timber bonds, sinking funds for, 
IU,13S 

Trade a3Sociatioiis,IV,i46 
organization of, IV, 1 46 
purposes of.IV,i5i 

Traditions of market, effect upon 
financial plan at promotion, 
1146 

Traffic accountants, reports of at 
time of railroad reorganization. 

Traffic interchanged, basis of com- 
puting contingent rental, I V,75 
Treasury assets, sale of at reor- 
ganization, V, 168 
Treasury slock, deception of,n,i55 
Trusts, 
promoters of, 1 1,14 
voting (See "Voting trusis") 
Trust 5 hares, 1, 10 



U 



Underlying bonds in railroad reor- 
ganization, V4 
classes of,V,ij5 

first and subsequent mortgages 
on unimportant branch lines, 
importance of,V,135 
first mortgage on main line, 
exchange basis of for new se- 
curities, V, 135 
importance of, V, 135 
refunding of,V,i35 
late liens on main line and hens 
on important branch lines, 
importance of,V,i35 
refunding of,V,i3g 
main line and divisional mort- 
gages, 
economic value, V,I34 
refunding of.Vjija 
treatment of,V,I3i 
Underwriting syndicates (See 

"Syndicates, underwriting") 
Unearned dividends, payment of as 
a fundamental cause of failure^ 

V,22 

Unprofitable expansion (See "Ex- 
pansion, unprofitable, as a 
cause of failure") 
Unprofitable improvements. 
cost of, accounting for,lII,66 
deferred assets, infeasibllity of 
carrying forward as,III,63 
"Upset" prices at reorganiiation, 

V,57 
Utilities, 

local, early promotion of, 1 1, 70 

operating rates of,II,7i 
public (See "Public utilities") 



Values, basis of.l^j 



m8 



GENERAL IMDEZ 



V«rllctl comblnttlont, tuccettftil 
type of iitduitritl combination^ 
1V.5II 
VoliiiitHry tiiocittiontJfXi 
VuliiiilAry rrorgRniiRtioni,V,38 

liuUutrlRl,V,iM5 
Vutiiitf, prlvilrgci of, 

lioiu1liuldrrii,I,34 

piofprird iitockholderi,I,i34 
Vnliittf truiiU,lII,l46 

tidviintHtfei uf,III,i52 

4-fsrtlArtttrii,lIl,l47 

irrMidii uf,lll,i47 

dlHHolutloii drcrcc,lll,i40 

rurly runrii o(,lII,i46 

fitrnmtldii of,lII,i47 

luMttlUy of.ll 1,155 

iiiiuiii nf,lll.l.|6 

IHiifiKitioiiii, ut time of,IIIj50 

IHildlr iMilli'y toward,! 1 1,1 56 

liuip(»iir of, 111, 146 
ipoiliMitivHtioii, At time of,III, 

I imiioiiMitilr maii(MKcnicnt,III,i5a 

limlliilloiiii on,lll,15,) 
triiiiiiinlioii of,lU.l54 



Wabash Railwaj fcaei f tjj 
1SS4, histoffkil 

V.43p77 
Warehouse hondi,f47 
Warrants* frartionalJ^Lcs 
Wafting assets^ 
adjustments forJIIg^ 
classification ofJIlgQ 
deprectatiooJII^M (See 

1)qHTciatioar) 
obsolescenceJII^i (See 

"'ObsolesccDccT) 
reiMur charges ( 
charges for^) 
Webb Act, effect on foreign trade 

a880ciationsJV,67 
Wharf bondsJ47 
Wholesale banking houses, foic- 

tion of,II»i29 
Wholesale buying by chain stores; 

IV,6i 
Working capital, 
lack of as a cause of failure, 

V,26 
need of at reorganization, V,io7 
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